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“The Walton Way”
Has Started Many Men on the
Road to Success and Financial
Independence
Here’s a book that actually proves how one
can train for a bigger, better position as a
business executive. You will find it a remark
able exposition of Walton ideals and the
means of helping one to help himself. Leading
accountants and executives outline how thor
ough the Walton training really is.

Learn the wisdom of proper preparation for
success. Send today for your copy. The
coupon below is for your convenience — use
it NOW!
HOME STUDY INSTRUCTION or
DAY AND EVENING CLASSES
Day classes are started at frequent intervals. A
day school student may begin at the point in
the course for which his previous education and
experience qualify him. Evening resident classes
start in September and January.

START YOUR SUCCESS WHERE
THESE MEN STARTED
If you were to ask certain business men known as success
ful how they started, and how they won financial inde
pendence, a surprising number would attribute their
advancement to specialized training and knowledge.

It's likely some of those very men are Walton graduates;
men who studied in their spare time — while others
played; learning accountancy, that well-paid profession;
knowing that the inside vital facts of a business are first
known to the accountant, trained to find and understand
them.

Thomas B. Gill, B.E.
Secretary

An able man can make just such progress as these men
made; far beyond the dull limits of routine jobs — far
beyond the slim pay of a clerkship; along the wide, easy
Walton way which leads to responsible, highly paid posi
tions as auditors, cost accountants, controllers, secre
taries, treasurers, presidents.

START SUCCESS
THE WALTON WAY
There’s a coupon below — use it, as others before you
have done — and prospered through equipping them
selves with specialized knowledge that brought big
returns in money and security.

Today’s business heads are watching the men who help
themselves — and to these men go the rewards of pro
motion, increased earnings, executive positions.
Over two hundred universities and colleges are using
Walton courses.
If you would enjoy success, find your starting point. Send
in the coupon below! It will bring you a copy of “The
Walton Way to a Better Day”-—an interesting
humanly written explanation of how one can help
himself!

Walton.School
Commerce

368-378 McCormick
Building
Chicago

Member National Home Study Council

WALTON SCHOOL OF COMMERCE, 368-378 McCormick Building, Chicago
Without obligation on my part, please send me the copy of “The Walton Way to a Better Day,” and suggestions as to what you can
do to help me advance in the business world.
Name.........................................................................................................................................

Address.....................................................................................................................................

City and State.........................................................................................................................

□ Correspondence Instruction
I AM
INTERESTED
IN

□ Resident Day Classes
□ Resident Evening Classes

Occupation.................................................................................... Age...................................
When writing to advertisers kindly mention The Journal of Accountancy
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A MESSAGE

TO MEMBERS OF THE ACCOUNTING
PROFESSION
Some months ago the Methods Research Laboratory was in
troduced to the accounting profession. Its purpose is purely
to place at the disposal of accountants an analytical laboratory
where accounting methods and machines may be studied from
an entirely unbiased basis. Although sponsored by Remington
Rand, it is in no sense an advertising or selling venture and is
entirely free from sales influence or obligation on your part.

Since the inception of the Laboratory, an unusual number of
accountants have used its facilities in carrying on tests and
experiments to determine equipment and methods best suited
to the peculiar needs of their various clients. They have been
aided by an experienced staff of assistants employed by the
Laboratory. They have pronounced the Laboratory as fulfilling
a distinct need of the profession.
If you have not availed yourself of the privileges of this con
structive service, do so at an early opportunity. The Labora
tory is available to those holding registration cards, *
which are
procurable on application.
The Director of Methods Research Laboratory
Remington Rand Business Service, Inc.
Remington Bldg., 374 Broadway
New York City

THE HOURS: Ten a. m. to Five p. m. On Saturdays: Nine a. m. to
Twelve in. Telephone Worth 7500

*There will be no charge for the use of the laboratory or its services in any way whatsoever.
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CORPORATION
ACCOUNTING
A Complete Working Manual of Modern Policy and Procedure for
Accountants and Corporation Treasurers and Secretaries
By William T. Sunley, C. P. A.
Vice President and Educational Director, International
Accountants Society, Inc.

and Paul W. Pinkerton, C. P. A.
Controller, Ainsworth Manufacturing Corporation; Past Presi
dent, American Society of Certified Public Accountants

HE past few years have witnessed radical changes

Tin fundamental principles of corporation accounting, some due to modifications in the law, some based on the views of
accounting and other professional organizations. These have ren
dered obsolete much that has been accepted as good practice. This
new book offers a practical treatment of this whole subject in which
consideration is given to these changes.

Presents Latest Methods
It deals exhaustively not only with all those phases of accounting
which arise only in corporations but with such other phases as arise
usually but not exclusively under that form of organization. In one
handy volume, it gives the information you need to serve clients
regarding (1) determination of the policies by which transactions
arising out of the corporate form of organization are to be translated
into accounting procedure; and (2) development and application of
the accounting technique required. For each type of transaction you
have series of cases to illustrate the differing combinations of circum
stances that may surround the problem, and to show the consequences
of the varying set-ups possible.

Helps You to Handle Any Situation
Whether the company whose accounts you handle is large or
small, Corporation Accounting helps you to deal with both normal
and emergency situations of predictable character. The precedents
offered have been gathered over a period of years from the practice of
successful organizations. You can apply every policy and procedure
presented to corresponding conditions of your own, or adapt them to
new situations, with confidence that your solution is in accordance
with legal, financial, and accounting requirements.
- - - - - Approval Order Form

Send for This Book
In dealing with corporate accounts,
either from the angle of policy planning
or from that of operation, you want this
book. Just fill out and mail the “ on ap
proval” form at right and a copy will be
sent you promptly. The price is only
$5.00 — an amount which almost any
reference you make to the book may
repay you many times over. You order
with the full assurance of satisfaction
given by

Our Standard Guarantee
You order with the privilege of exam
ination before purchase. Payment is
not due until five days after a book has
been delivered; you may return it
within that period for credit if you find
it unsatisfactory.

The Subjects Covered
Corporate Form of Organization.
Corporate Records and Accounts.
Par-Value Capital Stock — Author
ization, Subscription, Sale. Stock
Premium and Discount. Payment
for Capital Stock. Issuance of Stock.
Forfeitures. Increases or Decreases
in Capital Stock. Reservations of
Stock for Specific Purposes. Treas
ury Stock.
Nature of Surplus. Earned Sur
plus. Paid-in Surplus. Treasury
Stock and Surplus. Donated Stock
and Donated Surplus. Revaluation
Surplus. Measurement, Distribu
tion, and Reservation of Surplus.
No-Par Capital Stock. Corporate
Bonds. Accounting for Bond Issu
ance. Bond Interest. Bond Pre
mium, Discount, Expense. Conver
sion and Retirement of Bonds.
Sinking Fund Accounting. Calling
Bond and Serial Requirements.
Financial Statements. Dissolution.
Reorganization for Recapitaliza
tion or Refinancing. Statements
giving Effect to New Financing.
Consolidation by Merger. Branch
Accounting in Mergers. Dissolution
Entries in Mergers. Merger by
Purchase. Negative Goodwill. Con
solidated Statements for Mergers.
Holding Companies. Consolidated
Financial Statements. Exchange of
Securities for Securities. Acquired
Surplus.
Reorganization
with
Change from Par-Value to No-Par
Value Stock. Receivership and Re
organization. Receivership and
Liquidation. Composition with
Creditors. Bankruptcy.

—

■

The Ronald Press Company,

।

Dept. 423, 15 East 26th Street, New York, N. Y.

|
|

Please send me a copy of Corporation Accounting, by Sunley
and Pinkerton, price $5.00, as described.

।

Name {please print).......................................................................................................

I

Firm............................................................................... Position............................. . . .

।

Business Address.............................................................................................................

|

City................................................................................. State..........................................

|
|

Home Address..................................................................................................................
(If you wish book sent to your residence)

|

Signature...................................... .....................................................................................
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Revised Edition!

To CANDIDATES
for the Next
C.P.A. Examinations
OUR resident coaching class provides a thorough,
definite, organized means of preparing yourself for
the next examinations. It teaches you how to attack a
problem, how to arrange your work-sheets, and how
best to present your papers to the examiners.

To candidates who have been away from study for
some time, our series of lectures affords an opportunity
to acquire a thorough knowledge of the formal, aca
demic principles required and familiarizes them with
examination-room procedure.
Our next course begins on Wednesday, March 18, 1931.
Another course begins on Wednesday, April 1, 1931,
at the Engineering Auditorium, 25-33 West ,39th
Street, N. Y. C., at 6:15 P.M.

C. P. A. Examinations Review
202 West 40th Street
NEW YORK CITY
Telephone: Penn. 6-7834

C. P. A. EXAMINATIONS REVIEW
conducted by
Henry L. Seidman, B.C.S., LL.B., C.P.A.

Theory, Auditing and Problems
A four-volume digest of problems and ques
tions given in 955 C. P. A. examinations by
accountancy boards in 48 states; June, 1929
papers are included. Distribution is:
California.........................
Florida...............................
Illinois...............................
Indiana..............................
Massachusetts...............
Michigan..........................
Missouri............................

39
26
42
25
20
23
26

New Jersey........................
16
New York..........................
60
Ohio......................................
24
Pennsylvania.................. 31
Washington. ....................
33
Wisconsin..........................
18
Other States..................... 572

The four buckram-bound volumes contain 400
problems and 5,824 questions, classified in
related groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV problems in Volume III. Time
allowances are given so problems may be solved
under C. P. A. conditions.

Small and Neat

A Golden Opportunity

This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solution
and time allowances.

FREE EXAMINATION COUPON

•

THE WHITE PRESS COMPANY, INC.,
Departmental Bank Bldg., Washington, D. C.
You may send me on 5 days approval books checked.
□ Complete Set (Four Volumes, 1,871 pages), $15.00
□ Volume I and Solutions (Vol. II), $7.50
□ Volume III and Solutions (Vol. IV), $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.

Free Samples

Signed..............................................

Street ................................................................................................................

City.....................................................................................................
(Sent on approval only in U. S. and Canada)
Write for Illustrative Circular

. .

words and figures
march in orderly
rows behind this pen.
The pen of precision
.—. rigid, inflexible,
highly efficient. So
many accountants
prefer it, that we
are sure you will, too!

|
.
I

Find your style of pen, at our
expense. Just drop a card, telling
the work you are most interested in,
to Esterbrook Pen Company, 6o
Cooper St., Camden, N.J.

____ _ _________________________________________ |
When writing to advertisers kindly mention The Journal of Accountancy
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Prepare for the May, 1931

C.P.A. and
AMERICAN INSTITUTE
EXAMINATIONS
at the Co-operative Training Course
The CO-OPERATIVE TRAINING COURSE was
offered for the first time in June, 1922, in response to a long
and insistent demand of those who recognized the need of a
review in preparation for C.P.A. examinations which would
be organized scientifically and conducted by experts of
established reputation and skill. The unusual success which
attended the first course and which has been since generally
maintained by succeeding groups of candidates has served to
confirm the utility and desirability of The CO-OPERATIVE
TRAINING COURSE. From the outset, the CO-OPERA
TIVE TRAINING COURSE has attracted only the best
type of candidates, many of whom have had long and varied
experience in the practical field. Testimonials from former
members of the classes are on file and concrete evidence
that the course fully covers the requirements may be seen by
those who wish to investigate before enrolling.
The course in preparation for the May examinations will
begin on Wednesday, February 25, 1931, and will close on
Saturday, May 16, 1931. Special arrangements will be made
with those who on account of the pressure of business cannot
enroll until after the Income Tax period is over.
If interested write for announcement
addressing the

Co-operative Training Course
150 Nassau Street
New York City
or telephone Beekman 3-7737

this Library Can Help You
Solve Your Accounting
Problems
This Library has helped thousands of other accountants in
meeting the situations they encounter daily; in keeping abreast
of the latest and most efficient methods; in progressing in the
accounting profession. Isn’t it probable that this Library can
help you?

THE ACCOUNTANTS’
ENCYCLOPEDIA
(Four Volumes)
2742 proven accounting plans and methods. 1576 factpacked pages. 265 forms, charts and illustrations.
Carefully indexed.

You will be amazed at the thoroughness of this set. In its four
volumes you will find the various bookkeeping practices — the
factors in accounting; net worth accounts, funded debts, valua
tion problems, current assets, inventories, liabilities —■ to men
tion but a few. In addition to its daily usefulness in confronting
your problems, it can be a valuable aid in brushing up on mod
ern accounting methods. It can be a real asset to the accountant
employed by a corporation or “on his own.”

Authors of Wide Experience

BINDING
The Journal

of

Accountancy

Subscribers to The Journal of Ac
countancy who have their magazines
bound for permanent reference may
find it an economy or a convenience
to avail themselves of the binding
service conducted by the Publisher.
The magazine is bound in tan buck
ram with title, dates and volume num
ber stamped in gold on red leather.
When the magazines constituting the
volume are supplied by the subscriber
the binding charge is $2.
Missing numbers, with the exception
of a few rare issues, will be supplied, if
obtainable, at 50 cents each.
Binding orders and the magazines to be
bound should be mailed or
delivered to

The Journal of Accountancy
INCORPORATED

135 Cedar Street

New York

The authors of this set are men of wide experience and repu
tation. They are: GEORGE BENNETT, Professor of Account
ing, College of Business Administration, Syracuse University;
PAUL L. MORRISON, Executive Vice-President, George M.
Forman and Company; ERIC L. KOHLER, member, E. L.
Kohler and Company; PAUL W. PETTENGILL, member,
Paul Pettengill and Company; HENRY BRUERE, Executive
Vice-President, Bowery Savings Bank, New York City; and
ARTHUR LAZARUS, Consultant, Policyholders’ Service
Bureau, Metropolitan Life Insurance Company.

Send no money— see these books FREE
We would like you to enjoy the same free examination offer
that has convinced others of the worth of these four books. See
them — use them for 10 days free. Then, after you have ex
amined them at your leisure, decide if these aren’t books you
will want to have always handy. Then, return the books or
remit only $1.50 and $2.00 a month until the special price of
$17.50 has been paid.

Fill in and mail this coupon — NOW
McGRAW-HILL FREE EXAMINATION COUPON
McGraw-Hill Book Co., Inc., 370 Seventh Ave., N. Y.
Send me the Accountants’ Encyclopedia, four volumes, for
10 days’ free examination. If satisfactory, I will send you a
first payment of $1.50 in 10 days and $2.00 a month for
eight months. If not wanted I will return the books.

Name....................................................................................................
| Home Address.......................................
| City and State.....................................................................................

I Position................................................................................................
iName of Company............................................................ JA-2-31
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Is this Knowledge
Part of your
Equipment

When you devise improve
ments in your clients’accounting
systems, are you familiar with all the pos
sibilities of visible equipment? You know,
of course, the many ways in which National
Visible Binders can be recommended
under proper conditions for standard ac
counting operations—accounts receivable,
for instance. But the modern accountant is
called on to recommend forms and systems

National

RECORD KEEPING EQUIPMENT
BOUND BOOKS
LOOSE LEAF
VISIBLE BINDERS
MACHINE BOOKKEEPING EQUIPMENT
Sold and Serviced by Leading Stationers Everywhere

for many business records other than
those of pure accounting.
Are you familiar, then, with the pos
sibilities of National Visible for such
accessory accounting as perpetual in
ventory, purchase records, etc. Do you
know how ideally adapted it is to refer
ence records, such as customer lists,
credit and collection records, etc? Do
you know its unlimited possibilities for
the control of progressive operations—
such as factory job production records,
where one book can supplant a bulky and
difficult wall-type production board?
These are only a few of the ways in which
a thorough knowledge of the possibilities
of visible equipment can increase your usefulness to your clients and thereby increase
the extent of your service to them.
Send today for any of the folders listed
below—they will come to you free.

Check below the booklets you want, and send this
coupon, pinned to your business card or letterhead, to:

NATIONAL BLANK BOOK COMPANY
Dept. B-7
Holyoke, Mass.
0 266 Places for Visible Equipment
The Modern Business Office
Inventory Control for the Manufacturer
0 Organized Facts
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To those who
plan to take
the next C.P.A. examination
Particularly noteworthy
features of the training are:
N addition to its regular
Course, the International
Accountants Society, Inc.,
offers a special Coaching
Course for Accountants who
are planning to take the
C. P. A. Examination.

I

This Course will be sup
plied only to those who are
already competent account
ants, as no attempt is made
to teach general accounting
in this course. The instruc
tion is pointed directly at
the C. P. A. Examination.

Something more than a
knowledge of accounting is
necessary to insure success
in the examination room.
Solving examination prob
lems is vastly different from
the usual work of making

100 problems in Practical Accounting
with solutions and comments
100 questions and answers in Account
ing Law
100 questions and answers in Auditing
100 questions and answers in Theory
of Accounts

Elaborate explanations and comments
that include, in addition to the finished
statements or solutions, such items as
suggestions for ‘‘Notes to the Examiner,”
working sheets, side calculations, use of
proper terminology, and discussions of
authoritative opinions.
Problems and questions (1) actually
used in a C. P. A. or an A. I. A. examina
tion, or (2) specially prepared to train
the candidate in handling certain points
likely to be encountered in the examination.

Personal correction, criticism, and grad
ing of every examination paper by a
Certified Public Accountant who has him
self passed the C. P. A. examination.
There are sixteen such Certified Public
Accountants on the Active Faculty of the
International Accountants Society, Inc.

audits, installing systems, or
conducting investigations.
Many men with little or no
practical experience can
solve C. P. A. problems
readily — many others with
years of experience flounder
pitifully in the examination
room. WHY? The candidate
is required to work at top
speed. He must work with
limited information. He has
to construct definitions.
Very often it is necessary for
him to use unusual working
sheets.
The C. P. A. Coaching
Course given by the Inter
national Accountants Soci
ety, Inc., prepares you to
meet such conditions. The
fee is $42, and the text con
sists of twenty lessons.

A SPECIAL booklet, "How to Prepare for the C.P. A. Examination,” is now ready for those
who are interested. For a free copy, just write your name and address below and mail.

International Accountants Society, Inc.
A Division of the ALEXANDER HAMILTON INSTITUTE
To the International Accountants Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.

Send me the special booklet, “How to Prepare for the C. P. A. Examination,”
which describes your special Coaching Course for Accountants.

Name........................................

Company........................................................... .............

Address.

When writing to advertisers kindly mention The Journal of Accountancy
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announces a complete line of

NEW

CASH

MACHINES

A distinct advance, applying new features and new principles to the
registering and safeguarding of cash . . . Absolute protection to
gether with greater speed and ease of operation . . . Made in a variety
of styles and colors to meet the requirements of different types of
business . . . Exceptionally low prices for all models . . . Concerns
operating or controlling a group of outlets can effect substantial
savings by standardizing on these new, sturdy, smart-appearing
cash machines built and backed by Burroughs . . . Write for de
scriptions, prices and terms; or call the local Burroughs office.
Burroughs Adding Machine Company, 6222 Second Blvd., Detroit
111
IMPORTANT ADVANTAGES—Every sale printed and recorded . . . locked-in totals under owner’s or manager’s control

. . . totals of quantities as well as amounts . . . separate totals of cash and charge sales . . . detail tape . . . enforced identifica
tion of clerks . . . validates paid outs or sales tickets . . . totals each customer’s purchases, furnishes receipt . . . descriptive
keys . . . easy key depressions . . . hand or electric models . . . requires minimum counter space . . . wide range of colors.
When writing to advertisers kindly mention The Journal
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American Institute of Accountants

A. P. Richardson, Editor
["Opinions expressed in THE JOURNAL OF ACCOUNTANCY are not necessarily en
dorsed by the publishers or by the American Institute of Accountants. Articles are
chosen for their general interest, but beliefs and conclusions are often merely those of
individual authors.]

Vol. 51

February, 1931

No. 2

EDITORIAL
The court of appeals of the state of New
York has rendered its decision in the
case Ultramares Corporation v. Touche,
et al., and, as was most confidently expected, the judgment
discourages all those attempts (which have lately become popu
lar) to extend the scope of professional responsibility and
financial liability to include the whole world. This tremen
dously important case has engaged the thoughts of accountants
everywhere. It was, as all readers of this magazine probably
know, an endeavor by certain “factors” and bankers to hold a
firm of accountants responsible for losses sustained in the failure
of a concern whose accounts had been audited by the firm. It
was not claimed that the plaintiffs had any contract with the de
fendants. The suit was based entirely on the theory that where
negligence could be assumed the accountant owed a duty to repay
to all who might suffer from the effects of the failure the total
amount of their losses—and this unto the third and fourth gener
ation, or indeed forever. Neither time nor distance, neither priv
ity of interest nor total ignorance of the interest of the parties
was to be considered. The whole theory was that the accountant
was an insurer of his clients’ solvency to all men of all times and in
all places. It seemed that no court could for a moment endorse
so extravagant a contention. The trial court did not. The next
tribunal, which in New York is called the appellate division, by a
vote of three to two reversed the lower court. The matter then
went naturally to the highest authority in the state, the court of
appeals, and there the appellate division was reversed and the
81
A Victory for
Common Sense

The Journal of Accountancy

trial court sustained, except in one particular to which we shall
return in a moment. The final opinion was rendered by the chief
judge, Cardozo, and apparently there was no dissenting opinion,
as none is mentioned.

When the case was appealed from the
trial court, the American Institute of
Accountants, recognizing the vital
nature of the question at issue, entered the court as amicus curiae
both in the appellate division and in the court of appeals. Able
briefs were filed by counsel representing the Institute, and it is
undoubtedly largely due to the incisive, clear exposition of the
underlying principles and of the certain effects which would follow
the fallacious theories of universal liability that a sweeping
victory was won. The entire profession of accountancy—in
deed, every profession—was in jeopardy. Honest error is not
always avoidable while humanity remains human, but under a
logical interpretation of the appellate division’s opinion honest
error would have made all the world forever a potential credi
tor of the practitioner of any profession. The Institute’s belief
was that where there is no privity of interest there can be no
liability for negligence of the practitioner or his staff. This does
not mean that he has no liability for negligence to his client and
perhaps to one for whose benefit he is to his own knowledge em
ployed. To a stranger, however, he is not liable except in the rare
case of fraud, and an expert opinion may be fraudulent, to quote
the judgment of the court of appeals,"if the grounds supporting it
are so flimsy as to lead to the conclusion that there was no genuine
belief back of it. Further than that this court has never gone.”
The Institute, of course, does not condone negligence, nor is any
question of a personal nature involved. The only point upon
which the Institute stood, and one upon which it will always stand,
is that the responsibility of the accountant must be limited by the
same boundary as that which limits the responsibility of any
other man. Negligence is often charged and is sometimes proven.
That is to be regretted. But who would be so abject as to
accept a burden of accountability for which there is no war
rant in law, equity or morals? The Institute believes that ac
countants as a rule are honorable men doing a good task in a busy
world, that they should carry their share of the weight of liability
but their share only, that everyone who would shift his own load
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to the shoulders of the accountant must be brought to his senses
and justice must prevail. And these beliefs are supported, as
everyone in his right mind expected them to be, by the high court
of the state.
The full text of Judge Cardozo’s opinion
was published in the Bulletin of the
American Institute of Accountants on
January 19th. It should be studied by every accountant. It
will be, probably for all time, a leading case. Whenever and
wherever the liability of an accountant is under consideration this
finding will be quoted. The Institute scored a complete victory
for its contentions. It could not ask a more definitive statement
of the fundamental principles of right for which it sought vindica
tion. Thus, for the second time, the Institute serves the profes
sion by protecting its legal rights. The celebrated Ipswich Mills
case settled the ownership of an accountant’s working papers.
Now, infinitely more important, but nevertheless in the same
category of broad, general principles, the question of liability
where negligence is alleged is answered. So far and no further
runs the accountant’s responsibility. This answer should be a
great brake upon the progress of contemplated “strike suits.”
When it looked as though the accountant might become the great
repayer of the world’s losses, claims began to appear here, there,
everywhere. There will now be a marked decline in the popular
favor for these hopeful efforts to collect what is not due. It is not
probable that any other high court will ignore the judgment of
the court of appeals of New York when common sense and justice
evidently march with it hand in hand.

Effect of Decision
Must Be Salutary

When the Ultramares case was before
Concerning Allegation
the trial court, plaintiffs, after the begin
of Fraud
ning of the action, introduced an addi
tional plea accusing the defendants of fraud. The trial judge re
jected this complaint without allowing the jury to consider it.
This action was sustained by the appellate division, but the court
of appeals reverses both the inferior courts and permits a new
trial of that portion of the cause. As we understand the decision,
it implies that the allegation of fraud should have gone to the jury.
This is doubtless a matter of legal procedure. The high court
does not intimate that it believes fraud to have occurred. It
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simply would have the matter brought to trial if the plaintiffs so
desire. The expression of the court is: “Whatever wrong was
committed by the defendants was not their personal act or omis
sion, but that of their subordinates. This does not relieve them,
however, of liability to answer in damages for the consequences of
the wrong, if wrong there shall be found to be.” This question is
consequently still sub judice and therefore not debatable here.
If the case is reopened on this one point the truth will surely
prevail. Beyond that, comment on the second cause of action
must be withheld.

The newspapers of December 30th an
The Bethlehem-Youngs
town Merger Injunction nounced a decision by Judge David G.
Jenkins in the court of common pleas
of Mahoning county, Ohio, granting injunction against a pro
posed merger of the Bethlehem Steel Corporation and the
Youngstown Sheet and Tube Company. This decision is of farreaching importance to the business and financial world. It
may be appealed to a higher court, but the time for filing an
appeal expired January 27th and at the time of going to press
with this magazine no indication had been given that there
would be appeal. Directors of the Bethlehem corporation are
quoted as saying that they believe their company will accept the
judgment as final and withdraw gracefully from the proposed
merger. If there should be appeal and Bethlehem should finally
obtain permission to effect the merger, the corporation would be
faced with a demand from the dissenting group of Youngstown
stockholders for cash payment for their shares and it would then
be necessary to go into court to determine whether those stock
holders were entitled to cash instead of the Bethlehem stock or
not, and, if it were decided that cash was required, the difficulty
would arise of determining the value of the stock, and that, in
turn, might lead to endless litigation. If the courts should ap
prove an appraisal of the dissenting stock, the value of the shares
would be fixed at the date when the merger was approved by
stockholders, and at that time Youngstown stock was selling at
$150 a share, more than twice the price at which the shares were
selling when the decision was rendered. The low price for 1930 of
Youngstown stock was 69 1/2. The minority stock has been esti
mated at 350,000 shares. Payment in cash for the stock on the
basis of the value set by an appraisal might entail $50,000,000 or
84

Editorial

more. The dissenting stockholders have demanded $250 a share
and at one time rejected an offer of $110 a share. The court de
cision upheld the contention of the minority stockholders of
Youngstown that they had not received sufficient information on
which to determine whether the offer of one and one-third shares
of Bethlehem stock for each share of Youngstown stock was ade
quate or not. Thus a victory, whether Pyrrhic or productive, is
won by the minority. That is the history in brief of this cele
brated litigation, which has been before the courts almost inces
santly since early last summer. The case was interesting to all
concerned in corporate affairs because it involved a fine point—
and an important one—of the extent to which information must
be supplied to stockholders. By inference it also involved the
necessity for determining to what extent a shareholder should be
intelligent, because it is quite obvious that it would be impossible
to explain corporate finance to some stockholders who have no
knowledge of values. Probably the answer to such a question
would turn upon what might be regarded as an average degree of
intelligence—and here again, of course, there would be great
difference of opinion between courts.
There was in the case a mass of account
ing testimony, naturally in large part
contradictory. The judge, fortunately
for himself, found it unnecessary to digest all this testimony
or to decide between conflicting expressions of expert opinion.
He was, however, moved to utter the following dicta which
being clearly “obiter” may, we take it, properly be discussed
even if the case should, when these notes appear, still be sub
judice:
The Court Seeks
Uniformity

“ I have been impressed in this case, as to both companies,
with the divergence of accounting practices and the arbitrary
technical treatment of accounting items. These have re
sulted here in much difficulty of understanding and in use of
time, and made what should be a comparatively simple
valuation of two similar projects a complex mathematical
problem of incommensurable quantities.
“From this I deduce that action should be taken by cog
nate industries, voluntarily and not by legislative compul
sion, with the cooperation of the accounting profession, to
make uniform, as far as possible, their accounting processes,
for purposes of setting up uniform standards of comparison
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of accounts, earnings and values for the guidance and neces
sary knowledge of directors and shareholders, as well as of
the investors generally.”

In appealing thus for uniformity, or at least for as high a degree
of uniformity as is attainable in an imperfect and individualistic
age, the judge is urging something that is obviously desirable and
not wholly impracticable. But this alone is inadequate to satisfy
him. He continues:

“I am further of the opinion that directors, shareholders
and, incidentally, the courts should have a clear, explicit
explanation of the accounting facts relating to a corporation
in form and language which in accordance with common
sense will enable the ordinary reader, without hiring a tech
nical interpreter, to determine the actual state of the com
pany’s business, prospects and value. Corporate state
ments and reports are for the information of the layman, not
of skilled accountants. Such a purpose being so fulfilled, a
repetition of the months spent in this case, with the use of
language and schedules that not even skilled executives in
the corporations involved could understand, would be done
away with.”
A proposal which so obviously transcends the limits of practica
bility is an indication of the depth of the morass in which the
judge conceived himself to be placed rather than a practical sug
gestion for saving others from a like predicament.

Some degree of simplification is attain
able and should be sought; but the
essential factors in modern business form
a complex system, consisting of innumerable series of related
transactions—of which the series: purchase, manufacture, sale,
delivery, collection, etc. is one of the simplest—vitally inter
dependent and varying at any date in the degree of completion.
Any presentation of the state of a corporation’s business or of its
prospects or of its value must therefore be an opinion, and, so
far as it is a matter of accounting, an opinion based on some
canons of accounting, which in turn must have their foundation
in convention and practical wisdom and not in any absolute
or uniform rules of logic. This is a simple truth which is too often
ignored by those who should appreciate its existence and its in
evitableness, and we are glad of an opportunity of emphasizing
it once more.
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The judge had a word of praise for the
.
accounting protagonists on each side,
though a statement made by him that
the judgment of the firm which first suggested merger terms was
“not untrammeled” comes as a surprise, in view of the brief and
unequivocal report of that firm, which was published by the pro
ponents of the merger during the proxy campaign, and in view,
also, of the testimony published in the press during the progress of
the trial. In referring to three eminent accounting firms which
played a minor part in the trial, the judge used language which
might lead to conclusions unfair to those firms unless read with
care and in conjunction with their published report. He said:
The Accountants
Criticised

“The circular of April to all shareholders, which included
a report signed by three accounting firms was of such a char
acter, whether calculated or not, as to have had the effect
of obtaining proxies from shareholders. In place of this
report there could and should have been a frank and clear
report of the original accountants themselves, signed by them
and given out as such.
“The manner in which this three-accountants’ report was
drawn up and circulated had a misleading tendency, whether
intentional or not is immaterial. Its contents, presentment
and phraseology, wholly aside from whether it was correct or
not or by whom it was actually written, were not, could not
have been, in the short time and with the limited data at
their disposal, the actual determination of these accountants
as to all it purported to show. This was unknown to the
majority of shareholders, upon whom its actual effect was
obvious. The decision and will of the statutory majority of
shareholders must be equitably and lawfully obtained and
exercised. By reason of the character of this circular and
accompanying report and the shareholders’ probable reliance
thereon, equity would intervene by injunctions.”

For the form of the circular the three
accounting firms had, of course, no
responsibility. The criticism of their
report is that it was not and could not have been “the actual
determination of these accountants as to all it purported to
show.” Reference to the report, which was widely circulated at
the time it was rendered, shows that the second paragraph reads
as follows:
“In considering the questions presented, we have referred
to the published annual reports of the two companies for the
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last five years, and Messrs. Price, Waterhouse & Co. have put
at our disposal various tabulations and computations made
by them. The accounting officers of Bethlehem have fur
nished such additional information as seemed to us requisite
and have answered all the questions which we have asked.
We have also examined the report addressed by Messrs.
Ernst & Ernst to Mr. J. A. Campbell under date of March
24, and various reports which have been issued to the share
holders of Sheet and Tube by a committee opposing the
merger.”

Surely nothing could have made it clearer that these three
accounting firms had made no original investigation but were
merely expressing expert opinions upon material laid before them,
the nature and sources of which were disclosed. No one will
question their integrity. They were surely able to judge whether
or not the time available was adequate for such a limited purpose,
and the limitations of the data upon which their opinions were
based were certainly fairly and adequately set forth. The trial
naturally enough developed differences of accounting opinion.
We should be sorry if the mistaken view that it developed any
thing to call into question either the integrity or the independence
of the profession should gain currency.
Correspondents in Miami have sent
clippings from the newspapers of that
city announcing a rule put into effect by
the Miami clearing-house association requiring that hereafter
persons seeking credit from Miami banks must submit financial
statements prepared by certified public accountants. Officers of
the banks explained that the action was an effort to give all
possible safeguard to their credit transactions and to lend money
only to responsible business concerns. The accountants of
southern Florida are jubilant, and it is hoped that similar action
will be taken by clearing-house associations in other parts of the
state. The accountants, of course, are direct beneficiaries of an
act of this sort, but of far greater importance is the stability which
the requirement will encourage. The success or failure of the
rule will depend upon its strict observance by the member banks
and upon the accurate and intelligent statements prepared by
accountants. The cooperation of borrowers is also essential.
Florida, perhaps, is in a better position to adopt such a rule than
some of the other states. There are many practising accountants
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there, and the profession is well regulated. Most of the work done
is of a high order. There may be states in which there is so small
a number of reputable practising accountants that it would be
difficult to carry into effect such a rule with reference to all credit,
but in Florida there is undoubtedly an abundance of professional
ability available. The matter is peculiarly important also in
Florida because there has been a large number of bank failures,
partly an aftermath of the boom and partly for other causes, and
it is important, therefore, that the utmost care should be exercised
in the granting of bank loans. It was natural that in the ex
traordinary conditions following the wild prosperity bankers should
be somewhat unfortunate in some of their relations with debtors,
and it is most gratifying, therefore, to see that Miami has led the
way toward a reform which ultimately must prevail in all parts
of the country.

The London Times of January 1, 1931,
announced what we believe is the first
elevation of a chartered accountant to the peerage, a barony being
conferred “for public services” on Sir William Plender, president
of the English Institute at the time of its jubilee, an office he first
held in 1910. We regret that the same issue also announced the
death of Lady Plender on December 31st. The sympathy not
only of his many friends but of the entire accounting profession in
America will go out to Lord Plender in the loss which befell him
on the very day before his name appeared in the honors list.
Congratulations which all would have delighted to offer on the
honor so well earned by services to country and profession give
way to the most sincere condolences. Lady Plender was herself
unwearying in public service, and her innate kindliness, charm and
understanding made her a delightful hostess. While in its per
sonal aspect Sir William’s promotion is thus sadly clouded, the
recognition of the profession by the first peerage conferred on one
of its members is a notable landmark in its progress in Great
Britain, upon which we most heartily congratulate the profession
there.
Lord Plender
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Accounting for By-products, Co-products and
Joint Products
*
By John Arch White

1. The General Problem
Many methods of accounting for by-products, co-products and
joint products are admittedly unsatisfactory. Present methods
are the result of the experience and study of capable men, who
have adopted available procedures seemingly best adapted to the
particular business. In many instances practical considerations
have defeated methods theoretically desirable. It appears that
in studying the problem of improving our methods from both
theoretical and practical standpoints, a clear definition of terms
should be made.
The by-product is defined as any salable or usable value in
cidentally produced in addition to a main product without the
necessity of any further manufacturing processes. Material
separated from that entering into the article being fabricated
becomes a by-product, provided it has value. This residual
material has been changed in form or quality to such an extent
that it can no longer be used in making the main product, but,
nevertheless, it has a value recoverable through use or sale.
The term by-product includes the terms scrap and waste in the
sense in which these latter are customarily used. Examples of
by-products are numerous—the waste of the cottonseed-oil mill
and of the cotton mill; the scrap of the foundry and the fish
cannery; the hides, fats, offal, etc., of the meat packing industry;
and so on through numerous industries well known to the reader.
The co-product is that salable article resulting from the proc
essing of one or more by-products—labor, other material and
machine processes being applied in order to increase its market
ability or profitableness. The co-product is a secondary aim on
the part of the plant, being an effort so to change the form and
usefulness of the by-products that the value of the material
rejected from the processing of the main product may be more
nearly realized on its sale. A most excellent example of a co
product may be taken from the hoop making industry. The
*This paper is an abridgment of a thesis submitted to the University of Texas in part fulfill
ment of the requirements for the degree of master of business administration.
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manufacture of the smaller sizes of hoops is not profitable. The
smaller sizes are usually made in order to utilize material not
fitted for the making of larger hoops. The main product is the
large hoop, which costs little more to manufacture than a small
hoop but will bring a much higher price. The scrap and knotty
logs are the by-products upon which are expended further expense
and machine processes from which the small hoops result. In
this way the value of a great deal of material is recovered, a value
in excess of the fuel value of the by-product.
Joint products are those produced simultaneously by a common
process or series of processes, each having more than a nominal
value in the form in which produced. Where two or more market
able products of relatively substantial value are produced by a
common process, the products are joint. The hog industry
furnishes an excellent illustration of joint products. The hog is
slaughtered and the carcass is cut up into hams, ribs, bellies,
shoulders, loins, butts, etc. These are joint products.
But what is the essential difference between by-products and
joint products? By-products are produced jointly with the main
product at a joint cost, and thus possess the chief characteristics
of joint products. From the accounting standpoint this question
resolves into one of treatment. If the product is treated inde
pendently and an attempt is made to find its equitable share of
the total cost, it is a joint product. If, on the other hand, the
product is merely considered as a deduction from the cost of
manufacturing a more important product, or as miscellaneous
income, it is a secondary or by-product.
Some flour mills operate on the theory that they are chiefly
engaged in the production of high grade flour, and that all other
commodities milled from the wheat are by-products. In these
mills the cost of manufacturing patent flour receives credit for the
market value of clear flour, bran, shorts, mixed feeds, etc. This
method in truth treats all commodities of the mill other than the
patent flour as by-products. In other mills, the total manu
facturing cost is pro-rated over all the products on some equitable
basis, usually on the basis of relative sales prices. The products
under this treatment are joint products.

2. Methods

of

Costing By-products

In realizing the value of by-products the industry must face the
problem of accounting for that value. Competition is growing
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more and more keen, and the margin between production cost and
sales price is becoming smaller and smaller. As a consequence
many managements have been forced against their will to pay
increasing attention to the problem of waste and the recovery of
residual materials and scrap in the plant.
The following outline contains the methods which are com
monly used in accounting for the by-product. The operation of
some of these is so varied in different industries that their kinship
is often not recognized or is even denied. A combination of two
or more methods is sometimes used, which explains to some
extent the failure to classify existing methods into groups which
would aid in the study of the problem.
Outline of Methods

I.
II.
III.
IV.

Miscellaneous-income method.
Arbitrary-value method.
Current-market-valuation method.
Standard-value method.

In the miscellaneous-income method the net receipts from the
sale of the by-product are added to the profit from operations and
are not allowed to affect the cost of the main product. The
advocates of this method contend that the recovery of waste and
other by-products is the result of a provident management, and,
consequently, has nothing to do with the cost of manufacture of
the major product.
An example of this method may be taken from those industries
which sell cinders from the power plant. The proceeds of such
sales are treated as miscellaneous income. Of course, if a concern
finds that it can sell its cinders regularly, the miscellaneousincome method should not be used, but some other method which
allows the power department credit for the by-product value
should be employed. The use of the miscellaneous-income
method is common in small isolated plants of all industries. The
small foundry has practically no demand for its slag; yet occa
sional sales are made to satisfy an infrequent demand in the
community for the slag in the making of concrete and in the
building of roads. In these cases the proceeds from the by
product slag should be treated as miscellaneous income. But in
the larger foundries where it is possible to dispose of the slag
consistently, some other method of accounting should be used.
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A variation of the miscellaneous-income method is that in which
certain ascertainable by-product costs due to wrapping, packing,
selling, etc. are deducted from the proceeds of sale and the balance
is treated as a miscellaneous income. This method should be
used under the same conditions as mentioned for the straight
miscellaneous-income method.
An arbitrary value is sometimes assigned to the by-product
when made. This arbitrary value is debited to the by-product
and credited to the manufacturing cost of the main product.
The arbitrary value is sometimes set at a price somewhat higher
than the lower range of the market price for the particular by
product. When the by-product is sold, cash or accounts re
ceivable is debited, and, if the market is lower than the value
assigned to the by-product, profit-and-loss is debited with the
variance or loss. The by-product account is credited with the
proceeds of the sale, and, if the market price is higher than the
value assigned to the by-product, profit-and-loss is credited for
the miscellaneous income.
The journal entries under this method are:
By-product........................................................................................... $ xxx
Manufacturing expense..................................................................
$ xxx
Assignment of arbitrary value to the by-product.
By-product...........................................................................................
xxx
Selling expense.................................................................................
xxx
Other distributing expenses...........................................................
xxx
To charge the by-product with distributing expenses incurred.
Cash (or accounts receivable)...........................................................
xxx
By-product.......................................................................................
xxx
To record sale of by-product.
By-product...........................................................................................
xxx
(Or profit-and-loss)
Profit-and-loss (miscellaneous income)............................
xxx
(Or by-product)
To transfer profit or loss on sale of by-product to profit-andloss.

Perhaps the most widely used method in accounting for the by
product is the current-market-valuation method. The manu
facturing cost of the main product receives credit for the by
product at the market value current at the time of production.
The by-product is charged with this market value and receives
credit for the proceeds of its sale. Since the market price will
probably undergo a change between the time of production and
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the time of sale, there will be a discrepancy between the value
credited to the main product and the sales price. This difference
is treated as a miscellaneous profit or loss, as the case may be.
Some concerns using this method deduct from the market value
the estimated expenses incidental to the packing and distribution
of the by-product in finding the credit to the main product.
One of the chief objections made against the method is that
profits are anticipated on the by-product when major product
costs are given credit for by-products at current selling prices
which may never be realized through sale. If a clear distinction
is made between by-products and co- and joint products, it should
be remembered that no profit is expected nor is any made on the
by-product itself. It is true that the by-product is inventoried
at the time of production in order that the best costs possible
may be obtained immediately for the main product. If these
inventory values decline, the decreases may be treated in the same
manner as are decreases in the value of raw material inventory.
The following schedule illustrates the current-market-valuation
method:
Costing Products in a Rice Mill

Total cost of rough rice to the mill.............................................
Add: Cost of milling.......................................................................

$ xxx
xxx

Total manufacturing cost......................................................
Less: Market price of by-products—
Screenings................................................................................. $ xxx
Brewers.........................................................................................
xxx
Bran..............................................................................................
xxx
Polish............................................................................................
xxx
Chicken feed................................................................................
xxx
Hulls.............................................................
xxx

$ xxx

Total by-product credit.........................................................

xxx

Cost of clean rice.............................................................................

$ xxx

The standard-value method establishes a normal value for each
by-product based on respective sales prices over a long period of
time. The manufacturing cost of the main product is credited
with the by-product at this standard value. The journal entries
for this method are the same as those given for the arbitrary-value
method.
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Under the job-order cost system, the credit for the by-product
should be passed to the work-in-process account, if it is possible
to determine the amount of such value applicable to each job.
If not, the credit should be made to the burden account. The
materials-in-process account should be credited with the by
product under a process cost system.
3. Methods

of

Costing Co-products

Methods of costing co-products depend to a large extent on
those used in costing by-products, since the most uncertain ele
ment in that cost is the value of the by-product being converted.
Once the value of the by-product material is obtained, it is not so
difficult to segregate the direct expenses of processing and apply
together with an equitable share of burden to the co-product.
The following outline contains the methods most commonly
used in costing co-products.
Outline of Methods

I. No-residual-material-value method.
II. Residual-material-cost method.
III. Reversal method.

In the no-residual-material-value method no charge is made to
the co-product for the by-product or waste material. This
method is used only when the waste material is of a relatively
small value. The cost of the co-product is composed of the costs
of processing, labor and other material added in fabricating the
co-product. An equitable share of distribution costs is also
charged against the co-product. The cost thus obtained sub
tracted from the receipts from sales is transferred to profit-andloss as miscellaneous income or loss, as the case may be.
The residual-material-cost method utilizes a by-product mate
rial value found by one of the methods described for by-products.
This value constitutes the material cost, and is charged against
the co-product and credited to the manufacturing cost of the
main product. To this material cost are added the expenses of
processing and a just share of the overhead.
The reversal method calculates the charge against the co
product for the by-product material by working backward from
the sales price. A normal profit, administrative and selling
expenses applicable to the product, and the cost of processing are
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deducted from the sales price of the co-product. The remainder
is the credit to be allowed the main product for the by-product
material furnished the co-product.
Co-product A
Selling price................................................................................................
Less: 10% profit on total cost.................................................................

Total cost to make and sell.............................................................
Less: administrative and selling expenses—10% of manufacturing
cost.......................................................................................................

$242.00
22.00

$220.00
20.00

Manufacturing cost........................................................................... $200.00
Less: cost of manufacture (other than by-product)—
Material (other than by-product).................................. $20.00
Labor.......................................................................................
50.00
Burden....................................................................................
30.00
100.00
Credit to main product for by-product used........................................

$100.00

This illustrates the method of working backward from selling
price to obtain the by-product credit to main product and the
amount to be charged against the co-product.
4. Methods

of

Costing Joint Products

Joint-product costs are characterized by the fact that a common
process at a joint cost produces several products, the aggregate
cost of which may readily be obtained, but the absolute cost of
each can not be calculated. A practical solution to this problem
has been found in several industries through scientific tests and
studies. An attempt will be made to summarize the results of
some of these studies.
Outline of Methods

I. Unit basis.
1. Total cost apportioned on basis of actual number of
articles of each product.
2. Total cost pro-rated on weight basis.
3. Total cost pro-rated on basis of theoretical production.
II. Sales-allocation method.
III. Standard-ratio method.
Apportioning cost among the joint products on the basis of the
number of physical units of each produced is seldom attempted,
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for the method would be satisfactory only in unusual circum
stances. The market values would have to be practically the
same, or else the individual costs under the method would be all
out of reasonable proportion. For example, 100 units of X and
200 units of Z are produced at a joint cost of $600. Allocating
this cost on the basis of the number of each produced gives a cost
of $200 for X and $400 for Z. But if the market value of X is $5
a unit and that of Z, $1 a unit, a gross profit of $300 is made on X,
and a gross loss of $200 on Z. Obviously this is illogical. A close
relationship exists between the market value of the raw material
and that of the finished product, and it is natural and logical to
assume that X is made from the most valuable part of the mate
rial, and, consequently, should bear a larger part of the material
cost.
Pro-rating cost to the joint products on a weight basis is similar
to the physical-unit method and is subject to the same limitations.
The bulky product is often the least valuable of those produced,
and it logically follows that it is made from the least valuable
parts of the material and should bear the smallest share of the
cost. In the cottonseed-oil industry, the products are oil, cake,
hulls and lint. The cake from a ton of seed weighs about the
same as all the other products together, but it is not nearly so
valuable as the oil. To charge the cake with fifty per cent. of the
cost would be unjustly to burden it with a cost the larger part of
which is material cost. Undoubtedly the oil is the essence of the
seed and by far the more valuable part of the raw material and,
therefore, should be allotted the larger portion of the cost.
Another unit basis method for allocating cost over joint prod
ucts is the theoretical-production method. For example, a concern
produces two joint products, X and Y. The theoretical produc
tion of the first for a period is 1,500 units and of the second, 2,400
units. If the actual production for a period is 2,000 units of X
and 1,900 units of Y at a joint cost of $25,500, the allocation will
be as follows:
Production ratio: 2,400÷1,500= 1.6
Product
X......................................................................
Y......................................................................

Total production, basis of Y..................
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Actual
Ratio
production
2,000 x 1.6 =
1,900 x 1.0 =

Basis
of Y
3,200
1,900
5,100
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$25,500÷5,100 = $5 unit cost on basis of Y
1.6 x $5 = $8 unit cost of producing X
2,000 x $8 = $16,000 total cost of X
1,900 x $5 = $9,500 total cost of Y

The sales-allocation method is based on the fairly constant
relationship existing between the market value of the raw material
and the realizable value of the finished product. The total cost
of manufacture is allocated among the joint products on the basis
of their relative sales values. Where fluctuations in the market
prices of the several products synchronize, the relative costs
derived through use of the method remain constant. Should
some of the joint products be subject to violent, short-term
fluctuations in the market, while other products of the group
maintain fairly stable prices, the sales-allocation method is
obviously not suitable for pro-rating costs. A sudden but short
lived change in the price of a finished product is not likely to
affect substantially either the cost of material used to manu
facture that product or its conversion cost. The higher price of
the finished product, however, would radically change the portion
of the total cost to be charged to the particular product. Should
the relative change in price be more or less permanent, then there
would be reason for placing a larger share of the total cost on
those products, increasing their value in greater proportion than
the remaining products of the joint group. These permanent
changes in the prices of the finished product are almost always
accompanied by similar changes in raw material cost.
An example of the method may be taken from the lumbering
industry. Assume that a sawmill finds that its total cost per
thousand feet, board measure, for all grades of lumber produced
is $20. The following table spreads this cost over the several
grades on the basis of relative sales values:
Grades

Percentage Market
yield
value
(2)
(1)
Firsts and Seconds.
10
$90.00
No. 1 common....
50
60.00
No. 2 common....
20
30.00
No. 3 common....
20
25.00

100

Market
basis
(3)
$ 9.00
30.00
6.00
5.00

Prorata
of cost
(4)
$ 3.60
12.00
2.40
2.00

$50.00

$20.00

Cost per
M feet
(5)
$36.00
24.00
12.00
10.00

Column one contains the percentages of the several grades
obtained in each one thousand board feet milled. The market
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values are current quotations. The figures in column three are
obtained by applying the yield percentages to the market values;
these represent the market values of the several grades in every
one thousand feet of all grades milled. The prorata cost for each
grade in column four is obtained by pro-rating the total cost
($20.) among the grades on the basis of the ratio which the total
market value of each grade produced bears to the total market
value of all grades. The cost per thousand feet for each grade in
column five is obtained by dividing column four by column one.
Pro-rating joint cost by standard ratio is believed by some
accountants to be a superior method. This method consists of
deriving through experience and scientific tests standard or normal
ratios for the products by which their joint costs may be equitably
pro-rated. It is possible through this method to secure the chief
advantages of the sales-allocation method and at the same time
to avoid the disadvantages of the latter which accompany an
unstable market. Incidental and day-to-day fluctuations of the
violent sort are not allowed to disrupt the cost figures so as to
make them of much less use for comparative purposes. The
bases are not changed until the circumstances warranting change
are recognized to be permanent.
The following illustration is taken from an article by J. H.
Tuttle in the Petroleum News of January 12, 1927. The standard
ratios are based on the realization figures of the bureau of the
census for the year 1921.
Realization (in cents per gallon)

Realization...............
Selling expense........

Manufacturing cost.

Gaso- Benzine, Keroline
sene
etc.
16.4
7.8
14.8
4.0
4.0
4.0
—
—
—
12.4
10.8
3.8
1.0
1.0
1.0

Fuel
oil
3.3
.1
—
3.2

Gas
oil
5.0
.1
—
4.9
.3

9.8

3.2

4.6

11.4

2.8

Lubri- Asphalt
eating
21.0
4.6
4.0
.1
-----—
17.0
4.5
3.5
.5
13.5

4.0

The production of each product from 100 gallons of crude oil in
column one times the realization values in column two gives the
total realization value of all products in column three. Each
figure in column three is expressed as a percentage of the total of
the column. These percentages are the standard ratios for
allocating the total cost of 100 gallons of crude ($3.81). The
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Gas oil ..........................
A sphalt .........................
Loss ...............................

Kerosene ......................
Lubricating ..................
Fuel oil .........................

Benzine, etc ..................

Gasoline ........................

Product

Product

100

100.00

24.79
2.00
9.96
4.47
51.26
3.00
1.93
2.59

(1)

in gals. from
100 gallons
crude

(2)

.098
.028
.135
.032
.046
.040

$.114

Realization
per gallon

100 gals.

$5.77
per

.20
.28
.60
1.64
.14
.08

$2.83

(3)

Total
realization
from prod 
ucts in
terms of
crude oil
value
(5)

100.00

$3.81
per
100 gals.

.13
.19
.40
1.08
.09
.05

$1.87

(4)

49.05
3.47
4.85
10.40
28.42
2.43
1.38

Allocation of
cost of 100
gals. crude
to products

Per cent.

.0650
.0191
.0895
.0211
.0300
.0259

$.0754

(6)

product

finished
gallon

Material
value in

.003
.005

.010
.010
.035

$.010

(7)

Manufac
turing cost

.0291
.1245
.0211
.0330
.0309

$.0854
.0750

(8)

Finished
cost of
products of
refinery
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costs in column five are divided by the number of gallons of each
product produced (column one) giving the cost per gallon of each
product in column six. The manufacturing cost in column seven
added to the material cost in column six gives the total cost in
column eight.
5. Illustration of Costing for Multi-product Operations

The products of the manufacturing concern have now been
classified and each class has been isolated for study. Some
attention must be directed to the more complex situation in
industries producing all three classes of products. The hog
slaughtering industry produces joint products and in addition
recovers several by-products. Some of these by-products may
be further processed, and in that case co-products add to the
problem of accounting.
For purposes of illustration assume a concern producing three
products, X, Y, and Z, of substantial value from the same material
and through joint operations. In addition two by-products, A
and B, are recovered. Since there is very little market for B in
its raw state, the concern converts B into product M by the
application of further expense and manufacturing processes.
The following schedules illustrate the procedure for costing the
several products.
Statement of Cost of Manufacture
Material......................................................................................................
$5,000
Direct labor and expense.........................................................................
3,800
Burden.............................................................................................................
2,000

Total manufacturing cost....................................................................
Less: By-product credit—
By-product A (current market).......................................... $500
By-product B (charged to co-product M, standard value)
300

$10,800

Cost of joint products X, Y, and Z.......................................................

$10,000

800

Statement of Cost of Co-product M
By-product B (credited to joint products at standard value).................
Other material.................................................................................................
Direct labor and expense...............................................................................
Burden...............................................................................................................

$300
100
200
100

Total manufacturing cost of M................................................................

$700
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Schedule pro-rating cost to joint products
Market
Total
Pro
*Per cent,
duction
market
of cost
(per
unit)
values
1,000
$5
$5,000
25%
X....................... ........
2,000
3
6,000
30
Y....................... ........
2
45
4,500
9,000
Z........................ ........
Product

7,500

$20,000

100%

Cost of
product
$2,500
3,000
4,500

$10,000

* Based on relative sales prices.

CORRECTION

In the January issue of The Journal of Accountancy an error
occurred in the descriptive list of authors of articles. It was
stated that Harry H. Wade was a certified public accountant of
Iowa in practice in Chicago. As a matter of fact, Mr. Wade is
assistant in accounting in the college of commerce of the Uni
versity of Iowa and his practice, in which he represents a Chicago
firm, is a subordinate part of his activity.
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Some comments made at the annual meeting of the
Illinois Society of Certified Public Accountants, Septem
ber, 1930, by a committee composed of Harold Benington, Walter H. Andersen, John P. Dawson and F. J.
Duncombe

In issuing reports and certificates the professional auditor
assumes a grave moral responsibility, not only to the clients
directly employing his services but to all others into whose hands
such reports and certificates may come. The most scrupulous
care should therefore be exercised to the end that reports and
certificates be expressed in language so clear that their meaning
is evident to all concerned. They should contain the truth, the
whole truth, and nothing but the truth regarding the financial
affairs of the client, and should, above all, indicate beyond pos
sibility of misunderstanding the exact measure of responsibility
assumed by the auditor in regard to the figures contained therein.
That we all attempt to accomplish this goes without saying, but
it must be reluctantly admitted that even the best of us some
times fail to achieve complete success.
The aid of the law courts is constantly being invoked to con
strue the meaning of wills and contracts drawn by the most emi
nent firms of attorneys. Is it surprising, then, that in the language
of their reports and certificates, auditors occasionally fail to
state completely their position and to protect the interests of all
concerned?
Our first practical suggestion therefore is that all draft reports
and certificates should be reviewed by someone other than their
author so that the statements made therein may mean what they
say, say what they mean, and be expressed in language which is
as affirmative and helpful to the client as is consistent with im
partial statement of the facts. An unhappily worded sentence
can often convey an impression to its reader quite other than
was intended by its author. That is the unfortunate thing about
the qualifications which we are so often obliged to make as to
the extent of our verifications of the figures submitted. Such
phrases as “we accept no responsibility for quantities or condi
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tion of merchandise” or “we did not, however, verify the ac
counts receivable by direct correspondence with the debtors,”
while entirely proper, often seem to convey to the layman a
sinister significance entirely unwarranted by their language.
Certificates should be concise, and to that end it is desirable
that all qualifications, reservations and comments be expressed,
as far as possible, in the descriptive wording appended to the
individual balance-sheet captions concerned rather than in the
text of the certificate.
If only few or minor complications are involved in the audit,
it is possible to use the so-called “short form” certificate, and
there are many instances where this is all that is requisite or
desired. Often, however, it is necessary to make qualifications,
reservations and comments which if condensed into a short
certificate may be misunderstood or may give rise to the inference
that the audit is practically valueless as a portrayal of financial
results and conditions. It is of course the nature and extent of
the necessary qualifications and comments which determine
whether a certificate or a report is most appropriate and govern
the form of certificate, if used. Where qualifications or com
ments exist, however, it is important that the financial state
ments themselves indicate their character, by caption or descrip
tive wording, in sufficient detail to make them understandable
without collateral reading of the certificate or report, and that
the financial statements be clearly associated, where necessary,
with any amplified comment in the certificate or report.
It should always be the aim of the auditor so to perform the
work entrusted to him that qualifications will, as far as possible,
be unnecessary. Carrying out such an ideal implies an ac
ceptance of responsibility beyond that of merely producing a
result acceptable to the client. If the auditor’s work is hampered
by limitations imposed by the client, he should endeavor to show
the client why these limitations should be withdrawn or modified
in the client’s own best interests. If it is urged by the client that
full verification is impossible due to lack of time, it should be
pointed out by the auditor that it may be better to consume this
extra time than to be obliged to issue a qualified report. In
short, the auditor must accept the responsibility of endeavoring
to render the report which will be the most effective from the
client’s point of view, and therefore may have to think for the
client. This is in accord with conditions in any of the professions.
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As regards adjustments found necessary in the accounts as a
result of the audit, these should be brought to the attention of the
client, his acquiescence therein obtained and appropriate entries
made on the books to give effect to them so that the statements
which the auditor certifies may be in agreement with the books.
If from one cause or another effect has not been given to these
adjustments on the client’s books at the date when the auditor’s
report is issued, then it is desirable that full particulars thereof
be included in the report.
Reservations and qualifications are, of course, objectionable to
all concerned, but they are often inevitable. In his interesting
book Auditors' Certificates, published in 1927, our fellow member
and ex-president David Himmelblau gives ninety-two examples
of actual certificates issued by various firms which are largely
illustrative of the kinds of qualifications which the auditors
found themselves obliged to make in each instance.
It is interesting to note the criticisms made by leading London
financial editors regarding English auditors’ certificates and quoted
by C. Hewetson Nelson, in a paper read by him before the inter
national congress on accounting. The most significant of these
criticisms were
“That the idiom employed in the auditor’s certificate was
much too subtle for the average shareholder and investor
and that only the general body of accountants or a com
paratively small and select body of people who are gifted
with suspicious minds could be expected to understand the
true meaning of the certificate”; and
“That when an auditor made a reservation in his certifi
cate, too much was left to inference.”
It must be admitted that these criticisms apply with equal force
to the certificates of American practitioners.
A somewhat detailed report is, of course, almost always more
informative and satisfactory to all concerned than is a briefly
worded certificate attached to an exceedingly condensed balancesheet and statement of earnings, and we would draw attention
to the unwisdom of auditors in issuing certificates except in strictly
appropriate circumstances. A report is a much safer and
smoother vehicle in which to convey the auditor’s comments to
his client than is a certificate, and if certified statements are
issued it is suggested that they should be accompanied by a more
or less detailed report when it is practicable to do so. However,
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where certified statements, accompanied by a report, are pre
sented by the auditor to the client, he should of course exercise
the utmost vigilance that no material qualifications appear in the
text of his report which are not in substance repeated in the
language of his certificate. The certified statements may fall
into the hands of persons who do not have access to the full
report, and it is obvious that the auditor can not set up the
defense that perusal of his report would have prevented such
persons from being misled by ambiguities or failure to make full
disclosure in his certified statements.
We are so accustomed to reading and listening to speeches by
distinguished members of our profession relating to the investiga
tion of the financial affairs of gigantic enterprises that there is
perhaps a danger of our overlooking the pitfalls awaiting the feet
of the auditor when examining the affairs of corporations and
partnerships whose annual sales range from five to six figures and
which do not possess as elaborately organized accounting and
cost-finding records as do the larger corporations.
After all, the largest portion of the clientele of the members of
the society consists of medium and small sized industrial organi
zations. If a report is rendered as a result of the audit of such
an organization, the auditor can expand his usefulness by pre
senting accounts and comments more extensive and informa
tive than would be appropriate to certified statements or than
would be necessary in regard to a larger corporation where statis
tics are currently and carefully compiled by its own accounting
employees.
Moreover, in the course of practice, we are called upon to
undertake a great many examinations, the scope of which is
largely determined by the client, and in such instances a report
setting out clearly the limitations placed upon us is always
preferable to a certified statement which under the conditions
would be undesirably lengthy and restrictive.
In suitable cases a compromise between certificate and report
can be effected by the use of what is generally referred to as the
“long form certificate,” which seems to be gaining popularity.
Regarding the general arrangement of reports, the practice of
different firms varies considerably and each practitioner will,
of course, always continue to use his own judgment. However,
the desirability of indicating in general language the purpose and
scope of the examination in the opening paragraph of the report
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is worthy of mention. It is, perhaps, worth while also to draw
attention to the fact that unless the auditor has something in
formative to say regarding a particular balance-sheet or profitand-loss item, he should be silent regarding it. On the other hand,
it must always be borne in mind that silence regarding such an
item can be construed by the reader of the report in only one
way, namely, that the auditor is entirely satisfied regarding it.
Where comparative figures relating to past years’ operations
and statistics generally are included, the auditor should be ex
ceedingly careful to indicate which have been verified by him
and which are simply taken from the client’s records without
further investigation.
The extent to which an auditor should disclose in his report the
steps taken by him to verify the figures submitted is a very de
batable question. Many of us confine ourselves to making a
general statement such as “we have satisfied ourselves as to the
general correctness of the accounts by means of selective tests of
detailed transactions,” while others go so far as to describe some
what fully under appropriate captions throughout the report the
procedure followed. Others again submit as a schedule to the
report full details of the audit programme. Many of us, how
ever, follow the somewhat dangerous and illogical plan of describ
ing in detail the work performed regarding certain items and
preserving a deep silence as to what was done regarding others.
Here again silence can only be interpreted as implying that suffi
cient investigation was made by the auditor to satisfy himself
regarding such items.
To make full disclosure of the auditing procedure followed has
the advantage that it puts the client on notice as to what has
been done and precludes the subsequent claim that he believed a
much more searching examination to have been made than was
actually the case.
The desire to demonstrate to his client that he is something
more than a mere bookkeeper, coupled with the very laudable
desire to be of as much service as possible, often prompts the
auditor to discuss matters in his report which carry him far
beyond the strict boundaries of auditing. Obviously where a
special report is being made at the instance of bankers, pro
spective purchasers, or others not intimately associated with the
management of the business under investigation, it is entirely
proper that the auditor should, if requested and if qualified by
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his experience to do so, include in his report informative historical
and statistical data, comments on the capacity and efficiency of
the plant and its management, discussion of the condition of
the industry concerned as a whole, the potential market for the
product manufactured, the adequacy or otherwise of the capital
available, etc., etc. Where this sort of report is rendered, how
ever, the auditor has entered the field of the economist and the
industrial engineer, and it becomes exceedingly important that
throughout the text of his report he indicate clearly whether the
facts and figures discussed have been verified by him in an audit
ing sense or whether he is merely quoting statistics and informa
tion supplied him by others and accepted by him in good faith
without verification. The auditor should, however, be careful
not to run needless risks of stultifying himself or impairing his
professional standing by accepting engagements of this character
unless thoroughly qualified by training and experience to perform
the assigned task. An individual or firm, specializing in a par
ticular industry, may be well equipped to make a critical and
analytical survey of the business conditions surrounding any
corporation engaged in that industry but may be totally unfitted
to make a similar survey relating to a corporation engaged in an
entirely different kind of industry.
Let us consider the type of audit contemplated in the federal
reserve bulletin entitled Verification of Financial Statements
published in 1929, which you will recollect is a revision by a com
mittee of the American Institute of Accountants of an earlier
bulletin published in 1917 entitled Approved Methods for the
Preparation of Balance-Sheet Statements.
This is the most usual type of investigation with which auditors
have to cope.
The examination outlined contemplates “the verification of the
assets and liabilities of a business enterprise at a given date, a
verification of the profit-and-loss account for the period under
review and incidentally an examination of the accounting system
for the purpose of ascertaining the effectiveness of the internal
checks.” The procedure outlined in the bulletin is of course not
intended to be mandatory in every instance. The bulletin con
cludes its procedure instructions, however, with the following
somewhat significant paragraph, “In some concerns certain
details of procedure suggested in these instructions may be im
practicable, and an effective system of internal check should make
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them unnecessary. In such cases tests only need be made, but
the auditor must always be prepared to justify his departure from
these instructions.”
In discussing the form of the auditor’s certificate, the bulletin
confines itself to stating that the certificate should be as concise
as may be consistent with a correct statement of the facts, and
that, if qualifications are necessary, the auditor must state them
clearly. The bulletin further draws attention to the fact that the
balance-sheet, the profit-and-loss statement, the auditor’s cer
tificate, and any report or memorandum containing reservations
as to the auditor’s responsibility and qualifications as to the
accounts or any reference to facts materially affecting the finan
cial position of the concern should be connected in such a way as
to insure their use conjointly.
If the auditor is convinced that the examination has been
adequate and in conformity with the general instructions con
tained in the bulletin, that the balance-sheet and the profit-andloss statement are correct and that any minor qualifications are
fully stated, then the following form of certificate is suggested:

“I have examined the accounts of .................. Com
pany for the period from ...................... to ........................
I certify that the accompanying balance-sheet and statement
of profit and loss, in my opinion, set forth the financial
condition of the company at......................... and the results
of operations for the period.”

However, as reference to Mr. Himmelblau’s 92 varieties demon
strates, auditors at times find themselves not in a position to issue
such an unqualified certificate and it is proposed now to review
briefly some of the most frequent reasons why this is so, how
qualifications can be reduced to a minimum, and when their in
sertion in certificates is absolutely necessary.
It is interesting to note in the first instance that the bulletin
itself particularly states that the procedure outlined ‘‘will not
necessarily disclose defalcations nor every understatement of
assets concealed in the records of operating transactions or by
manipulation of the accounts,” but evidently does not consider it
necessary that attention should be drawn to this limitation upon
the auditor’s responsibility in his certificate. However, where in
addition to certified statements a detailed report is furnished it is
considered proper by most auditors to draw the client’s attention
109

The Journal of Accountancy

to this limitation in such language as “Our attention has been
devoted primarily to the verification of the assets and liabilities
as at........................ While we have not attempted to audit the
accounts in complete detail and our examination is not, therefore,
as comprehensive as would have been necessary to disclose all
possible errors and irregularities, we have made tests of the ac
curacy of the operating results reflected in the profit-and-loss
statement for the ...................... ended ....................... sufficient
to satisfy ourselves as to their general accuracy.”
Unnecessarily lengthy qualifications and comments by the
auditor can be avoided if the basis of valuation assigned to each
group of assets is disclosed on the face of the balance-sheet.
Great care should be exercised by the auditor, however, to make
sure that the language used embodies such explanatory detail as
he considers necessary. For example, where the auditor has not
investigated the value assigned to plant acquired prior to the
year under review by him, he would not be justified in certifying
the balance-sheet without comment, if the fixed assets shown are
described as “at cost.” An auditor should not resort to the
unqualified use of the meaningless phrase “at book value.”
Where an appraisal has been given effect on the balance-sheet, it
is always desirable that the auditor should mention the name of
the appraisers in order that the readers of his report or certificate
can form their own opinion as to the degree of reliance to be
placed upon the valuation. It is not the province of the auditor
to pass upon the competence of the valuers, but he should put all
concerned on notice as to who they were.
Similarly, care should be taken in describing the basis of in
ventory valuations. Where standard costs are in use by the
client and were applied to the closing inventory of finished and
partly finished merchandise, it is obvious that the phrase “at
cost or market whichever is lower” is not descriptive of the situa
tion. Where a good cost system is in operation, investigation
of the “variance accounts,” reflecting the difference between
“actual costs ” and “standard costs,” would enable the auditor to
adjust the inventory to approximate “actual cost,” but cases
arise where the client absolutely prohibits such adjustments and
in such instances there is nothing left for the auditor to do but
qualify his certificate or else insist that the basis of valuations be
very clearly set out on the face of the balance-sheet with a nota
tion as to the approximate variance from actual cost.
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Attention is directed to the fact that wherever capital stock
has been issued as the consideration for the acquisition of prop
erty, particularly that of an intangible nature, such as patents,
trademarks, etc., it is generally impossible for the auditor to
ascertain the actual cash value of the assets so acquired (resolu
tions contained in the board minutes notwithstanding) and it is
therefore desirable that notation be made on the face of the
balance-sheet that such assets were acquired in exchange for
stock if the amount involved is large.
During the last few years the responsibility of auditors for
quantities and condition of inventories has been the subject of
continual debate. The findings of a special committee of the
New York State Society of Certified Public Accountants was pub
lished early this year, which, while not presuming to settle the
matter one way or the other, submits a number of alternative ways
in which inventory responsibility can and should be limited by
auditors in their reports and certificates under varying conditions.
As regards direct communication with trade debtors, the
federal reserve bulletin on Verification of Financial Statements
states (paragraph 33)—“It is best to verify open balances by
confirmation from customers,” but does not state whether or not
failure to do this calls for restrictive wording in the auditor’s
report though it states (paragraph 34) that “in small concerns
with imperfect systems” it would be quite possible for accounts
to have been paid without their being correctly credited on the
accounts-receivable ledgers. This committee is of opinion that
as regards such small concerns the auditors’ report or certificate
should state definitely whether they have or have not communi
cated with the debtors.
Failure to enumerate and evaluate contingent liabilities is one
of the most common sins of omission in auditors’ reports and
certificates. There are obvious limitations upon the auditor’s
ability to discover what liabilities of this character exist, but the
duty of diligent inquiry is imposed upon him in this regard and it
is always advisable for him to require the appropriate officers of
the corporation under investigation to go on record in regard to
the matter.
Auditors often fail to make suitable comment regarding re
serves. It is, however, the obvious duty of the auditor to pass
upon their adequacy and if he is not satisfied in this regard he
should insist on their increase or decrease to meet the facts or else
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make appropriate comment in his report and certificate. It
should be borne in mind that over-provision of reserves is as
common as under-provision and that both should receive the
auditor’s careful consideration. So-called “contingent reserves’’
predicated upon no known contingency should always be shown
as a part of surplus and any other treatment should be commented
upon by the auditor. It is important that material changes in
reserve accounts during the period should be disclosed. It is an
altogether too common practice for corporations to write off
large losses against “contingent” or other reserve accounts with
out showing the nature and amount of such losses in the published
accounts. For example, it might be quite proper for a corpora
tion to make a blanket reserve of $1,000,000 in 1930 to provide for
possible damages arising in patent litigation, bonuses to em
ployees, and other contingencies, but if in 1931 it charges against
this account $700,000 of inventory adjustments, $100,000 by
way of bonuses to employees, $120,000 for damages, and $80,000
for legal fees, its stockholders are surely entitled to this informa
tion and should not be expected to be satisfied with a disappear
ance of the reserve without any explanation.
The surplus shown in the balance-sheet should be adequately
and appropriately described as to its nature and source. Obvi
ously, the reader of a certificate or report may be misled as to the
earning power of the company if surplus arising from sources
other than earnings is not clearly indicated.
The auditor is definitely obligated to take cognizance of mat
ters which to his knowledge have arisen subsequent to the date
as of which the audit is being made and have materially affected
the financial condition of the client. In fact he is to some extent
charged with the duty of making inquiry and investigation in this
direction. For example, large commitments, as at the date of the
balance-sheet under audit, for future delivery of materials at a cost
considerably in excess of current market prices, should unques
tionably be made the subject of comment. Similarly, a substan
tial drop in market value of the inventory, destruction of plant
by fire, large defalcations or other detrimental happenings call
for comment and possible adjustment of balance-sheet figures.
Attention is directed to the fact that where large advances
have been made to company officers or to subsidiary and allied
companies during the year under audit but repaid prior to its
close, the auditor is charged with the duty of satisfying himself
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that the repayment is a bona-fide transaction and was not merely
a window-dressing manoeuvre to make the balance-sheet look
pretty at the close of the year.
Attention is directed to the fact that the 1929 bulletin,
Verification of Financial Statements, lays considerably more
stress upon the profit-and-loss statement than did its 1917
predecessor. This is in line with the broad general trend of
business, in that capital structure now involves stocks rather
than funded debt, that earnings have a more vital meaning
in these times of wide-spread stock ownership, that industry in
the past ten years has passed through shorter and more violent
fluctuations, and that new products, substitute markets, keener
competition and changing trends have undermined much of the
old-time stability of individual businesses or even of industries.
A closer scrutiny of operations is called for, and semi-annual or
even quarterly publications of earnings statements are not un
usual. The management, the stockholders and the bankers are
all concerned with results from operations, perhaps even more
vitally than with balance-sheet position.
Any comments in the report dealing with results from opera
tions are dependent largely, of course, upon the form and com
pleteness of the statements which have been prepared, and these
in turn are governed by the purpose and scope of the audit. If
comparative operating statements have been presented, however,
there is a fruitful field for comment on the trends thus disclosed
in sales and in the various items of expense. At least it should
be possible for the auditor to indicate broadly whether the various
ratios of expense are in line with the normal for the business and
industry. Excessive production costs, selling expense, adminis
trative salaries or unusual development or advertising expense
should be the subject of comment. Significance may be found in
an abnormally high or low gross profit ratio. A further service
may- be rendered if the auditor is able to associate irregular
operating ratios with known operating conditions of the business
or conditions in the industry, thus providing a basis for study of
the situation by the management, looking toward correction.
Technical exactitude in the make-up of operating statements
must be demanded. For example, inter-departmental profits
must be eliminated, though often obscured, as in the pricing of
branch inventories at an arbitrary figure. Similarly, it should be
insisted that profits or losses carried over from a prior period or
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deferred to a succeeding period be properly treated in the operat
ing statements. Slightly different is the matter of classifying
profits or losses not applicable to the normal going business.
It is obvious that a technical subject of this kind can not be
discussed exhaustively in an after-dinner talk and many impor
tant points have necessarily been dealt with in the briefest
possible way.
In conclusion we would urge that it be a matter of personal
pride with each member of this society that his reports be at all
times, in every respect, a credit, not only to himself and his firm,
but to the profession to which he belongs.
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Joint Costs
By F. W. Thornton

Dissatisfaction has been expressed in a recent technical pub
lication with existing cost methods in the chemical and other in
dustries wherein a single process or a single raw material jointly
produces two or more marketable products. Public accountants
are not particularly blamed, rather the responsibility has been
placed on the works accounting staff.
It may be well for us to consider how far, if at all, we share
responsibility for faults in current cost methods; this question is
given point by a recent C. P. A. examination question (which,
incidentally, was given a solution in the Students' Department of
The Journal) substantially as follows:
From 1,000 lbs. raw material 600 lbs. of product A are made,
leaving 400 lbs. of raw material unsuitable for A, which by further
processing produced 200 lbs. of product B; process costs were
given; the student was required to find cost per pound separately
for A and B. Selling prices were given.
The solution gave what purported to be separate costs; no
doubt can be entertained that the applicant for the C. P. A. degree
was expected to obtain separate costs.
The chemical industry is especially affected by joint costs, some
wherein the quantities of the several products of a process are
necessarily in a fixed ratio, some in which the ratio is irregular
and not subject to positive control, some in which the ratio is
more or less controllable. In every case the object is a profit, not
on any one product but on the output of the process as a whole.
In the class of joint production in fixed ratio the electrolytic
soda-chlorine-hydrogen process is most familiar. The reaction
is—*
Na Cl+H2O = NaHO+Cl+H
23.1.16 35.1
That is to say, ignoring moisture and impurities, which occur but
do not impair the constancy of the ratio, there are produced,
necessarily and unavoidably, end products in the ratio of 40 lbs.
caustic soda, 35 lbs. chlorine, 1 lb. hydrogen. Assuming that this
cost 76 cents, we may say that all products cost 1 cent per pound,
or we may divide the cost in any manner that produces 76 cents as
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the total cost. We may sell the soda at 1 1/2 cents per pound and
the chlorine at 3/4 of a cent, letting the hydrogen escape. There
will be a profit, and, as the production of the chlorine and hydro
gen is not optional but compulsory if we make the soda, we have
made no loss on any product. Selling prices may change; we may
get 1 1/2 cents for the chlorine and 3/4 of a cent for the soda.
Again there is a profit, but on any scheme of separate fixed-cost
apportionment there would appear a loss on one or two of the
products in the cases given.
The apportionment of cost in such cases is not a help but a
hindrance to those conducting the business. Ignoring the
hydrogen in the above case we may say that 8 lbs. caustic soda
plus 7 lbs. chlorine cost 15 1/2 cents; on that basis it is not difficult
to compute the price at which one product may be sold if the cur
rent market price of the other be known, or to fix prices for each
that will produce a joint profit; but if we say that soda costs so
much and chlorine so much, we mislead. Our salesman may sell
all soda and no chlorine, or all chlorine and no soda.
If there be no fixed separate costs, how shall we value the in
ventory? So long as the inventory is in the proportion of 40 lbs.
soda to 35 lbs. chlorine a joint price or any apportionment of it
would be correct, but such a division of inventories is improbable.
Reference must be made to current present selling prices and the
separate valuations fixed upon the basis of joint cost divided in
proportion to present selling prices. Such valuations can be good
only until the relation between the market prices of the several
products changes.
The difficulties met with in cases such as that referred to above
are small compared with those that occur in fixing cost prices for
processes where the ratios of quantities of the several products or
grades are irregular and not controllable.
In the manufacture of plate glass, for instance, the large sheets
produced contain flaws, not possible of detection until the glass is
polished; then the glass must be cut up so as to eliminate flaws.
The value of perfect sheets depends upon their size, the price per
square foot rising as the size increases. The raw material, fuel
and polishing, are the same on the flawed glass and on small sizes
as on large perfect sheets. A flaw, stone, seed, string, or other
defect may occur in any part of the sheet, its position determining
the size that can be cut, and some slightly marred glass is salable
at a price. The occurrence of defects may be influenced by good
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management of furnace tanks, but the degree of control is not
unlike that of a fisherman over his catch. A good fisherman may
catch more fish than a clumsy one, but he can not tell in advance
what that catch may be.
Not even averages over a reasonably long period are wholly
trustworthy. Weather causes changes; dampness makes the salt
cake form hard nodules—stone—the sand is not uniform, the
furnace linings may flake into the glass, etc.
The cost accountant who would give assistance to his manager
must furnish much more than fixed costs for stated sizes; the in
formation needed is such as may enable the selling prices to be so
fixed that the output as a whole can be marketed at a profit.
For this purpose the variation of current market prices with vary
ing sizes and the proportionate quantities of the several sizes and
qualities in the actual output must be considered.
The most difficult of all the joint-cost computations are those of
processes where, by varying the process at varying expense the
output may partly be controlled. Here are present all the
factors that enter into joint costs with irregular ratio of quantities
of the several products, with the further factor of the amount by
which output and costs may be affected by more or less costly
processing. The cost accountant here can be of little use with
out the close cooperation of the technical staff; indeed, the tech
nical staff must govern “with the advice and consent”of the cost
accountant.
In such cases a method used with good results in skin tanning is
to ascertain total cost of production for a period, extend the quan
tities of the several grades, sizes or products produced during the
period at selling prices, then fixing apportioned cost prices by
reducing selling prices in the ratio by which total selling value
exceeds total cost.
Such a scale of apportioned cost prices is safe only until a change
occurs either in the relative quantities of the different products
produced or in the ratio of the current selling prices of one product
to another. In any case error arises if, under such a scale, one
product is sold more freely than another and a change of one of the
ratios occurs, since the new apportionment will affect the inven
tory unequally.
The danger sign is up against accountants who assume to fix
unqualified independent cost prices for the separate products of a
joint operation or process.
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Returning now to the examination question cited at the begin
ning of this article, it will be clear that so long as product B can
be sold for more than the cost of the additional processing neces
sary to produce it, it will pay to sell it; and in an inventory it
should be taken at a price bearing the same relation to its selling
price as the cost of A and B combined bears to their combined
selling value.
It has been asserted here that where the joint production of a
plurality of products in one operation is inescapable, separate
costs and separate profits are impossible. This may be denied;
but even though separate costs were possible, of what use would
they be? When costs may be used to guide production, steering
activities into the most profitable field, they are valuable. If the
producer has no choice, but must necessarily produce jointly two
products, it is no good to tell him that he makes a profit on one
and a loss on another. Does an orchard make a profit on its
selected apples and a loss on the culls? Then let it produce no
culls; that would be the logical conclusion from some forms of
cost accounts.
Some of the industrial operations to which these remarks apply
are production of silver in lead refining, of gold and silver in
electrolytic copper works; the sorting of wool; the tanning of
skins; the production of sheet-metal goods when the waste from
one article may be used to punch out another smaller article.
Silver continues to be produced although the selling price is a
small fraction of what it was and will continue to be produced as a
joint product with lead even though the price falls, ceasing only
when the price obtained does not exceed the expense that might
be avoided by throwing it away.
Could there be a better illustration of the wisdom of the inven
tory rule, “the lower of cost or market?”
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The Accounts of a Corporation
By James W. Jardine
In this day business is conducted more than ever before by
trusts, and particularly by that species of trust which is the rela
tion subsistent between a corporation and its stockholders. The
essential features of this relationship are three in number:

(1) The investment of legal title to properties in the corpora
tion as an artificial person.
(2) The investment of the equitable estate in the stock
holders, they being the beneficiaries of the trust.
(3) Management of the corporate estate by a directorate
responsible and accountable to the stockholders.
The corporate balance-sheet and operating account were, with
the evolution in England of the limited liability company, con
ceived to be essentially an accounting of stewardship rendered
by the management to the stockholders, and were, in their nature
as such, made subject to audit by an appointee of the stock
holders (shareholders).
With the subsequent rapid development of accounting as an
essential aid to management, and more particularly the balancesheet as a basis for the extension of credit, there has been evident
a tendency to overlook and obscure the character of the balancesheet as in part purely a statement of trust moneys received and
expended. There have been adopted, in fact, certain accounting
processes which render the balance-sheet in some cases quite
unintelligible as an accounting for invested capital funds.
The attempted development of the balance-sheet as a measure
of wealth has been founded, it seems, on two fallacies:
(1) That it is possible to measure absolutely the use value of
capital goods.
(2) That periodical net profit as determined by accounting
methods is or should be coincident with true economic
profit.
It has been my contention that capital assets represent properly
a functional classification of expenditures of capital moneys,
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with deductions for the reimbursements shown to have been
effected out of revenue. The net figures do not constitute valua
tions of wealth or capital goods. It is true that the most sub
stantial expenditures of capital are often made in acquisition of
intangibles, which, though in many cases the most valuable
of properties, can by no stretch of the imagination be described
as wealth in the economic sense.
Depreciation (in the sense of all amortizations of capital assets)
has been so widely conceived as a measurement of expired capital
value that an understanding of its true nature is a prerequisite
to a logical conception of the nature of the revenue account and
balance-sheet. The word “depreciation” in accounting termi
nology comprehends, not only physical deterioration, but also
obsolescence, inadequacy and supersession. These latter factors
are in this age often more potent than physical deterioration in
accelerating the retirement of a property.
It should be well known that physical decay is not uniform and
constant. It is quite possible that a plant may be, at the end of a
period, in a more efficient working condition than at the beginning
of the same period. The other factors named above are also in
constant and variable in their action. The truth is not thereby
altered, however, that depreciation, being progress toward the
ultimate retirement of a property, is continuous, uniform and in
direct proportion to effluxion of time.
It is clear, nevertheless, that utility value is not reduced in the
same ratio, that is, uniformly and continuously. Plant, as a matter
of fact, is ordinarily maintained at an approximately uniform
level of efficiency. It is not possible moreover to measure prac
tically the progressive effect of those conditions producing obsoles
cence and inadequacy. And finally use value (as productive of
profit) may be favorably or adversely affected by social, political
and economic conditions having no direct relation to those forces
already mentioned which produce depreciation.
Depreciation provision is based therefore on the expected time
of retirement of a property. Since the latter is, as has been shown,
determined by the operation of a variety of forces, the trend of
which is not subject to definite prediction, the reserve provided
may be to any degree more or less than sufficient when retirement
becomes desirable or imperative. The resultant book profit or
loss is not of a capital nature but is to be given effect as an adjust
ment of prior earnings.
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It is required only that depreciation provision be made in good
faith on some equitable basis, in practice, ordinarily, by equal
periodical instalments. The result is to effect, not the periodi
cal preservation of capital values, but the ultimate recovery of
capital moneys expended. Is it supposed that provision for de
preciation on the library of a professional firm measures a decline
in use value of that library? Can it be held that, in the case of
a municipal undertaking, the depreciation provided in respect
of, say, a road (often the amount of periodical retirement of the
relative debt or of the sinking-fund provision for its ultimate
retirement) measures the reduction in its capital value. The
road, as a matter of fact, is not capital. Is the value of a leasehold
reduced because a premium paid for it is amortized in the ac
counts of the lessee? Depreciation provision bears no relation to
value. The object is the recovery of money expended, the pro
vision for replacement of those properties which will require to be
replaced—in short, the maintenance of the enterprise as a going
concern.
As long as a business is operated there subsists constantly a
condition wherein some capital expenditures have not been re
covered by application of revenues. Should liquidation take
place, there will be realized in respect of these unamortized ex
penditures the scrap or sale value of the tenements or chattels
in acquisition of which the expenditures were made. A substan
tial loss is often sustained, a loss which, being extraordinary and
of a capital nature from the standpoint of accounting on a periodi
cal basis, is none the less an actual business loss, inasmuch as the
profit accruing from any enterprise is ultimately the excess of
moneys received over moneys expended, all properties having
been liquidated and all obligations discharged.
This potential and latent loss need not be provided against
for the accounting purposes of a going concern. It may be
advanced as a general proposition that, in the case of a going con
cern, there need be written off only those capital expenditures
which will be recurrent. Such a write-off effects a reservation
of funds for a definite purpose. Such a reservation of revenue
funds is otherwise a question of financial expediency to be de
termined by the management. Loss of value, either exchange
or utility, does not in itself justify the write-off.
It follows that periodical net profit, as measured by accounting
processes, is of quite a different nature from true economic profit
121

The Journal of Accountancy

and that a revenue surplus appearing in the balance-sheet must be
interpreted, not as a measured excess of resources over liabilities
(including capital stock), but as an undistributed surplus of
revenues over expenditures (including estimated depreciation).
It is quite possible, with such a revenue surplus shown, that there
may exist at the same time a latent, but none the less actual, de
ficiency from an economic viewpoint. Consider the balancesheet summarized as follows.
Assets
Liabilities
Current assets.................................
$100,000 Current liabilities.. . $50,000
Fixed assets—at cost. . $110,000
10,000
Less—depreciation..
10,000
100,000 Revenue surplus.. ..

Organization expenses....................

5,000

$205,000

Capital stock..........

145,000
$205,000

This corporation has been operating for three years. During
the first there was earned a net profit of $20,000. A loss of $5,000
was sustained in each of the two ensuing years. The balancesheet reflects the condition at the end of the third year. The
scrap value of fixed assets is estimated to be $15,000. Deprecia
tion provision has been made in reasonable amounts. On a going
concern basis the value of the fixed assets, which under existing
conditions and management yield no profit, is less than nil.
Current assets being assumed to be properly valued, the defi
ciency on a going-concern basis is $95,000. If there be introduced
the market value of the fixed assets in liquidation, the deficiency
is reduced to $80,000. It is to be observed, however, that the
revenue surplus of $10,000 is actual and properly shown as such.
It is moreover available for dividend, the business being obviously
solvent with a current ratio of 2.
The above demonstrated truth was recognized in originally
formulating the principles governing the measurement of corpo
rate profits available for dividend. In requiring that dividends
should not be paid out of capital the intent was, not to attempt the
impracticable, that is, the periodical preservation intact of capi
tal values, but to forbid the improper employment and disposition
of capital funds. It was admitted that the measurement of
periodical net profit by the accounting process is conventional and
arbitrary and that true ultimate profit may not be determined
until the liquidation or sale of the enterprise takes place. It was
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required only that revenues should be applied to the recoupment
of all current operating expenditures (including, probably, esti
mated depreciation) before a dividend might be paid. Fixed
capital might be sunk and lost, but the excess of current revenues
over current expenditures would be available for distribution,
provided, of course, that solvency would not thereby be jeopard
ized. There was made, in fact, a very practical, if arbitrary,
distinction between capital funds and revenue funds.
This latter fundamental difference is not obvious in the form of
balance-sheet ordinarily adopted for a commercial enterprise.
It is true, of course, that a distinction is made between fixed
assets and current assets and that the bases of valuation are dis
similar. It is not emphasized, however, that the figure represent
ing total assets is non-significant, being constituted both of
conventional figures reflecting capital funds expended and real
figures representing an actual valuation of resources which will
or can be liquidated in the ordinary course of business operations.
The general misconstruction of the nature of assets and profits
has in many cases been adopted by the courts of law, and in some
cases it is evident in company legislation. Section 58 of the New
York stock corporation law, as amended by chapter 787, laws of
1923, provided as follows:
“No stock corporation shall . . . declare or pay any dividend . . .
unless the value of its assets remaining after payment of such
dividend . . . shall be at least equal to the aggregate amount of
its debts and liabilities, including capital or capital stock as the
case may be.”
That is to say, surplus available for dividend is determined by
deducting from total assets the sum of liabilities including capital
stock.
From an economic standpoint the process is ideal. It ensures
the preservation of capital value through the periodical measuremept of it, any surplus over invested capital being designated as a
revenue accretion available for dividends. Though proper in
theory, the implied measurement of wealth is not the function
nor the object of accounting processes. Such a procedure is not
only impracticable but in many cases undesirable.
Let us suppose, by way of illustration, that a business corpora
tion has sustained heavy operating losses and in addition sub
stantial capital losses as a result of fire. The business is now,
nevertheless, quite solvent and is moreover earning money,
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though at a reduced rate on the old capitalization. No one,
neither creditor nor stockholder, is injured by the payment of a
dividend, since the liquid condition is good. Such a step may be,
in fact, very advisable if it is intended to secure in the market
additional capital to replace the plant destroyed by fire. The
operating and capital losses already sustained are probably best
taken care of by capital reconstruction. There is not a single
logical reason why a business should be crippled perhaps for years
by reserving out of net revenues amounts intended to replace
capital which has been lost. If the capital is not required, then,
why should the reservations be made? If the capital is required
it is needed at once to restore crippled plant, and not in the course
of years. These are financial matters and the subject of opinion.
It is the function of the law, in the case of the particular matters
under discussion, to prohibit the fraudulent distribution of capital
moneys, not to prescribe what may or may not be financial
prudence.
The capital section of the balance-sheet is properly interpreted
as, not so much the reflection of a static condition, but the cross
section of a dynamic condition. Since the same statement applies
also to the current section it is perhaps clearer to say that while
there is an essential interest in the static liquid condition as in
dicating the state of solvency, the interest in the capital section
should be, not in wealth and values, but in the allocation of capital
funds to various functions, in the flow thereof and the process of
their recovery out of revenue. There must be a mental dissocia
tion of capital assets (representing unrecovered capital funds
expended) and the physical wealth, if any, acquired by such ex
penditures. The useful life of a property and the provision of
funds for replacement is therefore the major interest, and pres
ent value (not reflected in the accounts) a matter of secondary
concern.
It should be possible, indeed, to deduce from the balance-sheet
of a concern the essential features of its financial history. The
process may be illustrated by reference to the balance-sheet
already presented. Of the sum of $145,000 shown to have been
contributed by the stockholders $5,000 has been expended in
organization. To date a total of $110,000 has been invested in
plant, leaving, out of subscribed moneys, a balance of $30,000
to be used as working capital. Through depreciation provision
and net earnings there has been an accretion of $20,000 to current
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funds. This sum, together with the original working capital, is
represented in the indicated excess of current resources over cur
rent liabilities. While the balance-sheet submitted is simple and
devoid of complicating features, the analytical process described
should be generally applicable in any case.
It has been demonstrated that the balance-sheet is, as re
gards the statement of fixed assets at least, simply an accounting
for the administration of money. An actual process of valuation
is applied only in the case of the current resources. Proper inter
pretation of the balance-sheet, and consequently of the operating
account, might be assisted by its division into the two dissimilar
parts of which it is composed, that is, a statement of current
resources and obligations and a statement of capital moneys
received and expended.
The balance-sheet, constructed on the basis of the theories
advanced, is necessary so long as the nation’s business, owned in
equity by millions of stockholders, is administered in trust by
corporations, the management of which is in the hands of rela
tively few persons. It is perhaps not impertinent to express the
opinion here that an independent audit of corporate accounts and
balance-sheets should be made obligatory. Incidentally, the
public practitioner need then no longer fear the encroachment of
internal audit staffs. The protection of funds and assurance of
accuracy through internal check is one proposition; independent
verification of the management’s accounts by a representative of
the owner’s is another.
While it is most important that the historical and trust aspects
of corporate accounts as developed in this paper should be con
sidered as by no means of secondary significance, it is my opinion
that the great future of accounting lies in the development of its
relationship to management, as quite distinct from its function
in respect to stockholders. For purposes of financial control,
and particularly in the field of costing we shall without doubt
have occasion to use present values. New forms of financial
statements may have to be devised to meet new requirements.
There is, however, no object in adulterating the balance-sheet
and rendering it unintelligible for any purpose. It is, in its
nature as described in this paper, of far more value to management
than the erroneously conceived statement of net wealth, which it
usually purports to be. Management is most interested, not in
the value of wealth, but in the profitable employment of money.
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Capital must not be deified. Maintenance of a going concern
on a profitable basis, so long as stockholders are acquainted with
the condition and the rights of creditors are not prejudiced, is the
lawful object of business enterprise.
We accountants must be more practical. It is not our mission
to measure the wealth of the nations.
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H. P. Baumann, Editor
[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions

of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]
Examination in Accounting Theory

and

Practice—Part I

November 13, 1930, 1 P. M. to 6 P. M.

The candidate must answer the first three questions and one other question.

No. 3 (20 points):
You are called upon to audit the books of account and records of the S. P.
mills for the year 1929 and are given a copy of the trial balance, taken from the
books as at December 31, 1929, before closing, which is as follows:
Dr.
Cr.
12,205
Cash in bank and on hand.......................................... $
118,496
Accounts receivable......................................................
28,607
Yarn................................................................................
104,293
Goods in process...........................................................
9,467
Supplies...........................................................................
275
Fuel.................................................................................
99,097
Finished goods...............................................................
904
Insurance prepaid.........................................................
1,205
Interest prepaid............................................................
276,433
Plant and equipment...................................................
$
55,535
Accounts payable..........................................................
110,000
Notes payable...............................................................
1,521
Labor accrued...............................................................
29,875
Reserve for depreciation..............................................
2,000
Reserve for contingencies............................................
206,000
Capital stock.................................................................
104,456
Surplus............................................................................
55,234
Labor—weaving............................................................
20,429
“ —finishing...........................................................
4,210
Supplies used.................................................................
3,407
Repairs to machinery...................................................
10,249
Power and light.............................................................
5,200
Fuel............................................................... ..............
1,620
Insurance........................................................................
4,194
Taxes..............................................................................
9,998
Depreciation..................................................................
161,908
Factory overhead applied...........................................
641,455
Sales................................................................................
2,788
Discounts and allowances...........................................
482,018
Cost of goods sold.........................................................
24,298
Commissions—selling...................................................
8,783
Salaries—executive.......................................................
6,104
‘ ‘ —office..............................................................
1,684
Office and general expenses.........................................
7,132
Interest...........................................................................
14,420
Dividend on preferred stock.......................................
$1,312,750 $1,312,750
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In the course of the audit you discover (1) that machinery which cost
$4 ,280 was sold for $1,720, cash, and this amount was credited to plant-andequipment account (depreciation taken thereon amounted to $1,284); (2) that
among the accounts receivable an account of $12,925 for goods billed at regular
selling prices actually represented merchandise on consignment (the in
ventory value of this merchandise was determined to be $8,404); (3) that pre
paid insurance was in excess to the extent of $121; (4) that depreciation charged
was overstated by $624, and (5) that accrued labor (finishing department) was
understated by $506.
Before making the corrections necessary from the above findings, you decide
to verify the inventories and make an analysis of the merchandise accounts.
From this analysis, you establish the following:
Goods in process (manufacturing)
Inventory—January 1, 1929............................................
$103,802
Yarn used.............................................................................
317,805
Overhead applied................................................................
161,908
Finished goods, transferred (see below)..........................
Waste sold............................................................................
Inventory—December 31, 1929.......................................

$477,164
2,058
104,293

$583,515

$583,515

Finished goods
Inventory—January 1, 1929.............................................
Merchandise transferred (see above)...............................
Cost of goods sold...............................................................
Inventory—December 31, 1929........................................

$103,951
477,164
$482,018
99,097
$581,115

$581,115

From the data given and facts disclosed prepare and submit your working
sheet, setting forth thereon all requisite adjustments, and present profit-andloss statement.
Solution:

Explanatory Adjusting Entries

Reserve for depreciation..........................................
Loss on sale of machinery.......................................
Plant and equipment...........................................
To record loss on sale of machinery.
Cost................................................. $4,280.00
Accumulated depreciation...........
1,284.00

$

1,284.00
1,276.00
$

2,560.00

Book value................................. $2,996.00
Amount received...........................
1,720.00
Loss.............................................

$1,276.00

(2)
Sales............................................................................
Accounts receivable..............................................
To reverse the billing of goods on consignment
entered as a sale.
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Insurance ....................................................................
Insurance prepaid.................................................
To write off prepaid insurance “in excess.”
(4)
Reserve for depreciation..........................................
Depreciation..........................................................
To correct depreciation charge.
(5)
Labor—finishing........................................................
Labor accrued.......................................................
To record labor accrued in finishing depart
ment.
(6)
Inventory—goods in process, January 1, 1929. . .
Yarn used...................................................................
Factory overhead applied........................................
Finished goods transferred..................................
Waste sold..............................................................
Inventory—goods in process, December 31,
1929................................................................
To reverse entries to goods in process account.
(7)
Inventory—finished goods—January 1, 1929. . . .
Finished goods transferred......................................
Cost of goods sold.................................................
Inventory—finished goods, December 31,
1929.................................................................
To reverse entries to finished goods account.
(8)
Surplus........................................................................
Dividends on preferred stock.............................
To charge dividends paid on preferred stock
to surplus.
(9)
Goods in process—December 31, 1929..................
Finished goods—December 31, 1929.....................
Cost of goods sold.................................................
To set up adjusted inventories.

(10)
Inventory—goods on consignment........................
Cost of goods sold................................................
To set up inventory of goods on consignments
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$121.00

$121.00

624.00
624.00

506.00
506.00

103,802.00
317,805.00
161,908.00

477,164.00
2,058.00
104,293.00

103,951.00
477,164.00
482,018.00

99,097.00

14,420.00
14,420.00

95,797.55
91,024.82
186,822.37

7,719.43

7,719.43
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As will be seen by reference to the statement of cost of goods manufactured
and sold (exhibit A), the total of the actual labor and manufacturing expenses
amounted to:
Labor..................................................................
Manufacturing expenses..................................

$ 76,169.00
38,375.00

Total...............................................................

$114,544.00

The factory overhead applied, which apparently included a provision for labor
and manufacturing expenses, was $47,364.00 ($161,908.00 less $114,544.00)
in excess of that actually expended. Inasmuch as the overhead charged
in the accounts was incorrectly stated, it will be necessary to adjust the
inventories of goods in process and finished goods as at December 31, 1929,
and the cost of goods sold for the year.
Because such information as the relative component parts of costs (material,
labor and manufacturing expenses) which make up the opening and closing
inventories of work in process and the stages of completion of these inventories
is not given, a simple approximation somewhat as follows, may be used to
distribute the over-applied factory overhead.

On the basis

Work in process
Finished goods transferred..........................
Inventory—December
31, 1929......................
Total.......................

of overhead
applied
($161,908.00)

Percentage

$477,164.00

82.064

104,293.00

17.936

$581,457.00

100.000

of actual
overhead Difference
($114,544.00)
$438,295.45 $38,868.55

95,797.55

8,495.45

$534,093.00 $47,364.00

A similar approximation may be made to adjust the finished-goods account
which had been charged with $477,164.00 for the goods transferred to it from
the work-in-process account—an overcharge of $38,868.55.
On the theory of “ first in—first out, ” it may be assumed that the inventory
of finished goods of $103,951.00 on hand at January 1, 1929, was sold before
any of the finished goods transferred from work in process during the year.
On this basis, the book value (before adjustment) of the goods transferred and
sold during the current year would be $378,067.00, (cost of goods sold, $482,018.00 less opening inventory $103,951.00). In the following approximation,
the inventory value of the goods on consignment is set out from the cost of
goods sold, in order that the amount used in adjustment No. 10 may be deter
mined. Whether these goods were shipped from the inventory of January 1,
1929, or from the currently finished goods is not known. It is assumed in this
solution that they were finished “currently.”
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On the basis

of overhead
Percentage
Finished Goods
applied
Cost of goods transferred
and sold during the
year:
$ 8,404.00
1.761
Consigned..................
77.471
Sales............................
369,663.00

of actual
overhead

Total.......................
Inventory—December
31, 1929......................

$347,270.63 $30,796.37

Amount transferred to
finished goods............

$378,067.00

79.232

99,097.00

20.768

$477,164.00

100.000

$

Difference

7,719.43 $ 684.57
339,551.20 30,111.80

91,024.82

8,072.18

$438,295.45 $38,868.55

From the preceding information a schedule of the cost of goods sold may be
prepared.
On the basis

Cost of goods sold
Inventory—finished goods—Janu
ary 1, 1929
Cost of goods transferred and sold
during the year...............................

Cost of goods sold......................

of overhead
applied

of actual
overhead

Difference

$103,951.00 $103,951.00

369,663.00

339,551.20 $30,111.80

$473,614.00 $443,502.20 $30,111.80

Exhibit A
The S. P. Mills
Statement of cost of goods manufactured and sold for the year ended December
31, 1929
Inventory—goods in process, January 1, 1929 . . .
$103,802.00
Yarn used................................................................. $317,805.00
Less-—waste sales................................................
2,058.00 315,747.00

Labor:
Weaving...............................................................
Finishing..............................................................

$ 55,234.00
20,935.00

Manufacturing expenses:
Supplies used.......................................................
$ 4,210.00
Repairs to machinery...............................................
3,407.00
Power and light...................................................
10,249.00
Fuel.............................................................................
5,200.00
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76,169.00

....

(9) 186,822.37
(10) 7,719.43

55,234.00
20,935.00
4,210.00
3,407.00
10,249.00
5,200.00
1,741.00
4,194.00
9,374.00

Debit

$194,541.80

Credit

T he S. P. M ills
W orking papers, for the year ended December 31, 1929
Cost of goods
Adjustm ents
m anufactured and sold

Debit
Credit
Debit
Credit
Cash in bank and on hand. $ 12,205.00
Accounts receivable ...........
118,496.00
(2) $12,925.00
Y a rn ......................................
28,607.00
Goods in process ................
104,293.00
(9) $95,797.55 (6) 104,293.00
Supplies ................................
9,467.00
F u el ........................................
275.00
Finished goods ....................
99,097.00
(9) 91,024.82 (7) 99,097.00
Insurance prepaid .............
904.00
(3)
121.00
Interest prepaid ..................
1,205.00
Plant and equipm ent .........
276,433.00
(1) 2,560.00
Accounts payable ..............
$55,535.00
Notes payable .....................
110,000.00
Labor accrued .....................
1,521.00
(5)
506.00
Reserve for depreciation. .
29,875.00(1)
1,284.00
(4)
624.00
Reserve for contingencies.
2,000.00
Capital stock ......................
206,000.00
Surplus .................................
104,456.00(8) 14,420.00
Labor — w eaving ................
55,234.00
$
Labor — finishing ................
20,429.00
(5)
506.00
Supplies used ............................
4,210.00
Repairs to m achinery
3,407.00
Power and lig h t .................
10,249.00
F uel .......................................
5,200.00
Insurance .............................
1,620.00
(3)
121.00
T axes ...........................................
4,194.00
D epreciation .......................
9,998.00
(4)
624.00
Factory overhead applied.
161,908.00(6) 161,908.00
Sales ......................................
641,455.00(2) 12,925.00
Discounts and allowances.
2,788.00
Cost of goods sold .............
482,018.00
(7) 482,018.00

Trial balance
December 31, 1929

$

2,788.00

D ebit

$628,530.00

Credit

Profit and loss

95,797.55
9,467.00
275.00
91,024.82
783.00
1,205.00
273,873.00

Debit

$ 12,205.00
1055, 7 1 . 00
28,607 00

2,027 00
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2 000 00
206 ,000 00
90,036 00

27 967 00

$55,535.00
110,000.00

Credit

Balance-sheet
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14,420.00

$24,298.00
8,783.00
6,104.00
1,684.00
7,132.00

(10)

7,719.43

(7) 103,951.00

103,951.00

(6) 103,802.00
$103,802.00
(6) 317,805.00
317,805.00
(7) 477,164.00 (6) 477,164.00
(6) 2,058.00

(8) $14,420.00
(1) $1,276.00

443,502.20 443,502.20
134,238.80

2,058.00

1 684 00
7,132.00

$24,298.00
8,783.00
6,104.00

7,719 43

$1,276.00

134,238.80

T otals ..............................$1,312,750.00 $1,312,750.00 $1,390,327.80 $1,390,327.80 $640,102.00 $640,102.00 $628,530.00 $628,530.00 $627,803.80 $627,803.80

Y arn used ............................
Finished goods transferred
W aste sold ...........................
Inventory — finished goods
— January 1, 1929 .........
Inventory — goods on con 
signm ent ..........................
Cost of goods sold .............
Profits for the y ear ...........

Loss on sale of machinery.
Inventory — goods in proc 
ess— January 1, 1929...

Dividend on preferred

In terest .................................
stock .............................

Commissions— se llin g ....
Salaries — executive ...........
Salaries — office ....................
Office and general expenses
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Insurance................................................................
Taxes.......................................................................
Depreciation..........................................................

$ 1,741.00
4,194.00
9,374.00 $ 38,375.00

Total manufacturing cost................................
Deduct:
Inventory—work in process—December 31,
1929.................................................................

$534,093.00

Cost of goods manufactured...................................
Add:
Inventory—finished goods—January 1, 1929. .

$438,295.45

Total...................................................................
Deduct:
Inventory—finished goods, December 31, 1929
On hand..........................................................
On consignment................................................

$542,246.45

95,797.55

103,951.00

$ 91,024.82
7,719.43

98,744.25

$443,502.20

Cost of goods manufactured and sold...................

Exhibit B
The S. P. Mills

Statement of profit and loss for the year ended December 31, 1929
Sales............................................................................
Less—discounts and allowances.............................

$628,530.00
2,788.00

Net sales.................................................................
Deduct—cost of sales................................................

$625,742.00
443,502.20

Gross profit on sales.................................................
Deduct—expenses:
Commissions—selling...........................................
Salaries—executive...............................................
Salaries—office......................................................
Office and general expense..................................

$182,239.80

$ 24,298.00
8,783.00
6,104.00
1,684.00

40,869.00

Net profit from operations......................................
Deduct—-interest paid...............................................

$141,370.80
7,132.00

Net profit for the year (before provision for federal
income taxes).....................................................

$134,238.80

No. 4 (15 points):
Several companies, manufacturing the same—or similar—products, realize
that the keen and ill-advised competition which is constantly being encoun
tered is creating unprofitable conditions, and the officers of the companies be
lieve that a merger of all interested companies, coupled with the retirement
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(from active participation in the conduct of the business') of a number of n; '
executives who are in receipt of excessive salaries, is the nl pr e ’
adopt.
At a conference of the interested parties, at which the proposal disccussed, you were instructed to outline the accounting procedure to be f- 11
and the financial statements to be submitted by the respective companies.
Prepare the necessary memoranda, embodying therein all the instructions
you would issue and the recommendations you would offer, to the end that the
accounts of all companies involved may be thoroughly illuminating and may
set forth all pertinent facts.
Note.—The time devoted to the answer to this question should not exceed
forty minutes.
Solution:
Memorandum to the Officers of the--------- Companies Regarding the
Proposed Merger
In order to prepare a plan of merger, it will be necessary that certain informa
tion pertaining to the financial condition and operations of all of the companies
interested in the proposed merger be made available to the accountants, Blank
and Company of--------- . This plan will outline the basis for a merger agree
ment to be consummated upon satisfactory verification by the auditors and
appraisers of the facts and figures presented therein.
Information desired

(1) A detailed statement of assets and liabilities as of December 31, 1925,
1926, 1927, 1928, 1929, and 1930.
(2) A statement of profit and loss, and surplus, by years, for the last five
years ended on the same dates as the balance-sheets. The profit-andloss statements should give as much detail as possible, particularly as
to general, selling, administrative, and other expenses. The cost of
manufacturing should be divided into material used, labor, and manu
facturing overhead.
(3) Indicate the expenses incurred by your company each year for general,
selling, and administrative expenses, which, in your opinion, could be
performed by the central office under the proposed plan.
(4) A statement of salaries paid each year to the officers and stockholders,
and the number of shares held by each person receiving a salary.
(5) Amounts owed by or payable to officers, stockholders or principal em
ployees of the company.
(6) Names of officers and directors, and number of shares of stock owned by
each.
(7) A statement of the number of shares and the par value of each class of
stock outstanding at the present time with information as to the prefer
ence of any one class over another.
(8) A statement of any authorized bond issue, giving the par value of the
bonds outstanding, the maturity thereof, the interest rate, the security
thereof, and any other pertinent information such as any callable or
conversion privileges, etc.
(9) A statement of the various classes of fixed assets (land, buildings, ma
chinery, etc.) showing the book values, fair market values, depreciation
rates applied to each class of property, and the annual amounts of
depreciation charged.
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(10) Description of any property leased by the company, and the date of
expiration of the lease.
(11) List any contingent liabilities, such as law suits, etc.
(12) State the approximate extent to which production in your plant could be
increased without material increase in your plant facilities.

As very little work can be done in preparing the plan until the last reply has
been received, it is requested that the information be sent as promptly as
possible.
Yours very truly,
No. 5 (15 points):
“Annual payments made by a corporation under an annuity contract entered
into in consideration for the conveyance of realty to the corporation are de
ductible to the extent that each annual payment is in excess of the present
value of such payment at the time the contract was entered into. . . .
“ Cost of real estate acquired under an annuity contract is fixed for deprecia
tion purposes as the sum of the present values, at the time the contract was
made, of the annuity payments to be made over the life expectancy of the
annuitant.”
This quotation is the synopsis of an income-tax case recently decided. The
vendor was an individual who was expected to live for about twelve years and
was to receive equal annual payments in advance during his life. The pur
chaser was a real-estate corporation.
Using your own figures, which may be approximations, explain and discuss
this synopsis.
Solution:
The question states that the vendor is expected to live “ about twelve years, ”
and is to receive equal annual payments during his lifetime, whether that be
more or less than his expectancy of life. However, to determine the cost of
the real estate for depreciation purposes it is necessary to know how many
payments would be made if the vendor’s death should occur at the exact end
of his life expectancy. “About twelve years” is a little vague, particularly in
view of the fact that the annual payments are due in advance. This uncer
tainty, however, is not material to the point involved in the question; and we
shall therefore assume that twelve annual payments of $1,000.00 each are
expected.
On a 6% basis, the present value of, and the discount applicable to, each of
these twelve payments, are shown below:
Beginning
of year
1.. ..............................
2. .
3. . ..............................
4. .
5. . ..............................
6. .
7. . ..............................
8. .
9. . ..............................

Annual
payments
$ 1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
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Present
value
$1,000.00
943.40
890.00
839.62
792.09
747.26
704.96
665.06
627.41

Discount

$

56.60
110.00
160.38
207.91
252.74
295.04
334.94
372.59
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10........................ ............
11........................ ............
12........................ ............

$ 1,000.00
1,000.00
1,000.00

$

Total............... ............

$12,000.00

$8,886.89

$

591.90
558.40
526.79

408.10
441.60
473.21

$3,113.11

According to the synopsis quoted, the portion of each annual payment de
ductible as interest for tax purposes would be the amount shown in the column
headed “discount”: nothing the first year, $56.60 the second year, and so on.
But if the total of the present values, $8,886.89, is accepted by the govern
ment as the cost of the real estate for depreciation purposes, it follows that,
after paying the first $1,000.00 at the beginning of the first year, a liability of
$7,886.89 exists during the first year. At the beginning of the second year,
when another $1,000.00 is paid, the payment should be apportioned between
interest and the principal of the debt as follows:
Payment. .
Interest for one year on liability of $7,886.89 at 6%.....................

$1,000.00
473.21

Balance to be applied on principal....................................................

$

526.79

The liability is reduced by this second payment as follows:
Liability on principal during first year.............................................
Less portion of payment applicable to principal.............................

$7,886.89
526.79

Balance of liability

$7,360.10

The error inherent in the decision quoted may become more apparent if we
contrast the results obtained by applying that decision with the results ob
tained by the method just indicated:

Liability during first year...............
Accrued interest at end of first year:
6% of $7,886.89............................
Application of payment...................

Unpaid balances:
0n principal. .
On interest. . .

Per method
indicated
$7,886.89

Per decision
$7,886.89

943.40

$473.21
56.60

526.79

$473.21
473.21

$7,360.10

$6,943.49
$416.61

None

The fallacy of the method outlined in the decision becomes apparent when
we realize that it runs contrary to established commercial practice which re
quires that partial payments be applied to the full payment of accrued interest
before making any application in reduction of the principal.
The deductible interest applicable to each annual payment, computed in
accordance with commercial practice and the theory of annuities, is shown in
the following tabulation:
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Beginning
of year

1

2

Table of reduction

Unpaid balance . . $7,886.89
Interest (6 % of
$7,886.89)...........
473.21

5

6

7

$5,212.37
1,000.00

Balance................... $4,212.37
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441.60

558.40

408.10

591.90

372.59

627.41

334.94

665.06

295.04

704.96

1,000.00

1,000.00

Balance................... $4,917.33
Interest (6% of
$4,917.33)..........
295.04
Total.......................
Payment................

526.79

1,000.00

Balance................... $5,582.39
Interest (6% of
$5,582.39)..........
334.94

Total....................... $5,917.33
Payment.................
1,000.00

473.21

1,000.00

Balance................... $6,209.80
Interest (6% of
$6,209.80)..........
372.59
Total....................... $6,582.39
Payment.................
1,000.00

$1,000.00

1,000.00

Balance................... $6,801.70
Interest (6% of
$6,801.70)..........
408.10
Total....................... $7,209.80
Payment.................
1,000.00

None

$

Balance................... $7,360.10
Interest (6% of
$7,360.10)..........
441.60
Total....................... $7,801.70
Payment.................
1,000.00

4

Deductible
interest Principal

Cost of real estate $8,886.89
Payment.................
1,000.00 $ 1,000.00

Total....................... $8,360.10
Payment.................
1,000.00

3

Payments

1,000.00

Students' Department
8

Interest (6%
$4,212.37). $ 252.74

Total.......................
Payment................

9

$4,465.11
1,000.00

Balance.................. $3,465.11
Interest (6% of
$3,465.11).
207.91
Total.......................
Payment................

10

$252.74

$3,673.02
1,000.00

Balance................... $2,673.02
Interest (6% of
$2,673.02).
160.38
Total....................... $2,833.40
Payment................. 1,000.00

11

Balance................... $1,833.40
Interest (6% of
$1,833.40).
110.00
Total.......................
Payment................

12

$1,943.40
1,000.00

Balance...............
$ 943.40
Interest (6% of
$943.40).
56.60
Total....................... $1,000.00
Twelfth Payment. . 1,000.00

$747.26

$1,000.00

207.91

792.09

1,000.00

160.38

839.62

1,000.00

110.00

890.00

1,000.00

56.60

943.40

1,000.00

$12,000.00 $3,113.11 $8,886.89

Totals.................
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Institute Examination in Law
By Spencer Gordon
[The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of May, 1930, have
been prepared at the request of The Journal of Accountancy. These
answers have not been reviewed by the board of examiners and are in no way
official. They represent merely the personal opinions of the author.—Editor,
The Journal of Accountancy.]

Examination in Commercial Law
May 16, 1930, 9 A.M. to 12:30 P.M.
Group I
A nswer all questions in this group.

No. 1:
$5,000

No. 657
The First National Bank
Newark, N. J., Jan. 15, 1929.
E. R. Cater has deposited in this bank Five Thousand Dollars payable to the
order of himself on the surrender of this certificate properly endorsed, with
interest at 4^%J. H. Benedict, Cashier.
Is the foregoing a negotiable instrument?
use?

What is it called?

What is its

Answer:
(a) The foregoing is a negotiable instrument, because it is a written uncondi
tional promise by the bank to pay a sum certain in money, on demand, to the
order of E. R. Cater.
(b)
It is called a certificate of deposit.
(c) It serves as an acknowledgment by the bank of the receipt of a sum of
money on deposit, which in this case the bank promises to pay to the order of
the depositor, whereby the relation of debtor and creditor between the bank and
the depositor is created.

No. 2:
Jones decides to purchase a tractor for use on his farm. The George Tractor
Company manufactures and markets a tractor under the trade name of “ Chal
lenge Tractors.” Jones purchases a “ Challenge” tractor but after two weeks’
use he finds that it is not of sufficient power for his work because his farm is
largely soft muck land used for raising market vegetables. He seeks to return
the tractor and the George Tractor Company seeks to recover an unpaid
balance of the purchase price. Which of them would succeed?
Answer:
The George Tractor Company would succeed in recovering the unpaid pur
chase price. The sale could be rescinded only upon the theory of breach of an
implied warranty of fitness. In the case of the sale of a specified article under
its trade name, and in the absence of a reliance on the seller to furnish an article
fit for a disclosed use, there is no implied warranty as to its fitness for any par
ticular purpose for which the buyer intends to use it.
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No. 3:
Jones, Johnson and Perry form a partnership. Jones contributes $5,000,
Johnson $3,000 and Perry $1,000. The partnership agreement omits any pro
vision indicating how the profits are to be divided. If the business results in
profit how will such profit be shared by the partners?
Answer:
In the absence of any agreement for division the profits of the partnership
should be shared equally. The difference in contribution of capital may be
offset by differences in services performed, and courts decline to look into the
question of which partner may have made the greatest contribution.
No. 4:
A man dies on August 15, 1929. His estate is still in process of settlement on
December 31, 1929. How is the income of the decedent and of his estate for
1929 returned for federal income-tax purposes? What personal exemption
would be allowed against the 1929 income of the decedent, his estate and his
widow?
Answer:
The income of the decedent should have been returned by his executor or
administrator on or before March 15, 1930. The income of his estate should
likewise have been returned by his executor or administrator on or before
March 15, 1930. The full personal exemption of $3,500 would be allowed
against the 1929 income of the decedent. The full exemption of $1,500 would
be allowed against the income of his estate. The full exemption of $1,500 or
$3,500 would be allowed against the income of his widow, depending upon
whether or not she was the head of a family at the close of the taxable year.

No. 5:
You become secretary of a large corporation and, among other duties, have
charge of all transfers of the corporation’s stock. To safeguard the corporation
what formalities would you require with reference to each certificate presented
for transfer?
Answer:
I would insist on having a trust company appointed registrar and another
trust company appointed transfer agent, and would turn the matter over to
them. No large corporation should have the transfer of its stock handled by
its secretary.
Group II

Answer any five of the questions in this group, but no more than five.

No. 6:
What is the distinction between insolvency laws and bankruptcy laws?
Answer:
The only distinction which now exists between insolvency laws and bank
ruptcy laws is a matter of terminology; the term “bankruptcy act ” referring to
the federal statute, and the term “insolvency statutes” referring to statutes of
the several states.
No. 7:
The M Company, a boatbuilder, selected certain mahogany lumber in the Y
Company’s yard and bought and paid for it. The Y Company agreed to load
the lumber on a railroad freight car to be placed on the siding in its yard.
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Before the Y Company had the opportunity to do so, the lumber was destroyed
by a fire which was not due to any fault of the Y Company. On whom does the
loss fall?
Answer:
The loss falls on the Y Company. The general rule is that a person having
the title to the property bears the loss. Unless a contrary intention appears,
where a contract for the sale of specific goods requires the seller to deliver such
goods at a particular place, it is presumed under the uniform sales act that the
parties do not intend that title should pass until such delivery is made. This is
true even though the property has been paid for by the buyer. In the present
case, the Y Company was required by contract to load the lumber on a freight
car. This loading would be the delivery, and title did not pass until that was
done. (In this answer I assume there is no particular significance in the word
“bought” contained in the question. If the word “bought” implies a special
contract by reason of which title passed the answer would be otherwise.)
No. 8:
Assume that in question No. 7 the Y Company had loaded the lumber on the
freight car and had consigned the car to the M Company, but before the car
was started on its journey fire had destroyed the car and its contents. Would
there be any responsibility different from that developing from the conditions
given in question 7 and, if so, why?
Answer:
On the principle stated in the preceding question, title passed from the Y
Company to the M Company when the Y Company had loaded the lumber on
the freight car. Therefore, as between the Y Company and the M Company,
the M Company must bear the loss. But since the lumber had been consigned
to the M Company, it was in the possession of the carrier, which, if it was a
common carrier, would be liable for the loss of the lumber by the fire unless the
fire was caused by an act of God or the public enemy. The fact that a railroad
company does not own or control the siding on which it has placed its cars for
the reception of freight but has furnished them to a shipper on a private switch,
does not affect the carrier’s responsibility if the essential elements of a delivery
otherwise are present.

No. 9:
Allen, by fraud, induces Bates to issue a negotiable promissory note to him.
Allen then sells the note to Cameron, who is a holder in due course. Cameron,
in turn, negotiates the note to Davis who, while not a party to the fraud, has
full knowledge of it. Can Davis recover from Bates? State the rule involved
and the reason for it.
Answer:
Davis can recover from Bates. A holder of a note who derives his title thereto
through a holder in due course thereof and who is not himself a party to any
fraud or illegality affecting the note has all the rights of the holder in due course
in respect of all parties prior to the latter. The protection of the holder in due
course against diminution of the market for the note is the reason for the rule.
No. 10:
The board of tax appeals, in a case known as “Matter of McNeil,” decided
that commissions paid to brokers by owners for consummating leases of space in
buildings are deductible in the year when paid, instead of in annual instalments
spread over the terms of the leases as previously ruled by the commissioner of
internal revenue. The commissioner announced his non-acquiescence in this
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decision. What is the significance of this action and how would you advise a
client to handle similar commissions in his income-tax return for 1929?
Answer:
The commissioner’s non-acquiescence in the board’s decision implies that he
will not follow it in other cases involving that point, and that he will probably
test the question in the courts. Pending such a final determination I should
advise my client to follow the board’s decision and deduct the commissions in
his return for 1929.
No. 11:
X, Y and Z entered into a partnership which, by the provisions of the partner
ship agreement, was to continue for a term of three years. Z, however, during
the first year disagreed many times with X and Y as to business policies, such
disagreements resulting in strained personal relations between the partners.
At the close of the first year X and Y decided to drop Z from the partnership
and so informed him. Could X and Y compel Z to withdraw?
Answer:
X and Y can not compel Z to withdraw from the firm, the partners having
agreed to continue the partnership for three years.
No. 12:
A owns 100 shares of stock of the X Steel Corporation. At a meeting of the
board of directors held in January, 1929, a dividend was declared, payable
April 1, 1929, to stockholders of record March 1, 1929. A died on March 15,
1929, leaving a will under which everything that he owned at the time of his
death was left in trust, the income thereof only to be paid to his wife during her
life. When the dividend was paid to the executors on April 1, 1929, was it
proper to treat it as part of the trust estate or as income payable to the wife?
Answer:
It was proper to treat this dividend as a part of the trust estate. A being a
stockholder of record March 1, 1929, was entitled to receive on April 1, 1929, a
dividend on his 100 shares of stock of the X Steel Corporation. This made the
X Steel Corporation the debtor of A on March 1, 1929, to the amount of the
dividend, although it was not payable until later. This debt constituted a part
of A’s estate.
No. 13:
The commissioner of internal revenue has ruled adversely to your conten
tions on certain items of an income-tax return of your client and has assessed an
additional tax. To what tribunals may the case be taken for review of the com
missioner's action?
Answer:
The case may be taken to the board of tax appeals for a redetermination of
the deficiency asserted by the commissioner. The decision of the board may
be reviewed by a circuit court of appeals or the court of appeals of the District
of Columbia, in accordance with section 1002 of the revenue act of 1926. The
decision of either of these courts may be reviewed by the supreme court of the
United States upon certiorari. If the additional tax has been paid, then the
taxpayer may after filing a claim for refund sue in a district court of the United
States or in the court of claims for its recovery. Such suit can be instituted six
months after the claim is filed or immediately after its rejection by the com
missioner. A decision of a district court may be reviewed by the circuit court
of appeals and in turn by the supreme court of the United States on certiorari.
A decision of the court of claims may be reviewed by the supreme court of the
United States upon certiorari.
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UNIVERSITY AND COLLEGE ACCOUNTING, by Lloyd Morey. John
Wiley & Sons, Inc., New York. 323 pages.
University and College Accounting is the third significant treatise on the sub
ject of accounting for universities, the others being the report of the Carnegie
foundation issued in 1910, and that prepared by Trevor Arnett for the general
education board in 1921. The first of these was merely a set of forms, with
very brief comments; Arnett’s work was a readable and intelligent treatise with
few forms. Morey’s book contains both text and forms, the latter making up
about one-half of the book.
Morey discusses budgeting, the organization of the main ledger, additional
records for purchasing, stores-keeping, job accounts, etc., the handling of trust
funds, and property accounts. There follows an admirable chapter on de
termining unit costs of instruction, to be commended to all inquisitors and
boards of control, and a useful section on business organization.
Morey’s work does not suffer by comparison with its predecessors, even
though they were sponsored by such influential organizations. It is more
comprehensive, more systematic; it supplies both general rules, or principles
(if they may be so called) and also a wealth of detail lacking in the earlier works.
Its greater detail may, however, not be altogether an advantage. Much of the
detail represents the practice in a particular university and this might con
ceivably be either burdensome or inadequate to institutions differing in size and
in functions from the one taken as a model.
An interesting divergence is found regarding depreciation of university
buildings. The Carnegie report says that such a practice is necessary for good
accounting; Morey says it is unnecessary but permissible; and Arnett says
“ entries for depreciation are of no real value and may complicate the accounts.”
A divergence is also found in the handling of endowments given to provide
for some specific purpose, say the erection of a building. All three would, of
course, show the value (or cost) of the building among the plant assets. But
Arnett shows the corresponding credit in a section of the balance-sheet en
titled “plant funds” and the Carnegie report shows a similar treatment by
crediting “endowments expended on plants.” But Morey no longer shows a
trust fund or an endowment so soon as the cash received has been expended for
the building. At that time the trust or the endowment disappears, the sum
being transferred to surplus. This procedure is debatable. If after a few years
it becomes desirable to sell that particular building, as might easily happen
with a down-town plant, there would be nothing on the books to indicate
that the proceeds of that sale were still in the nature of a trust, to be used for
the specific purpose for which it was given, for instance to provide accommoda
tions for a school of commerce. Morey apparently looks upon the trust as
involving only an original expenditure of the funds received and that the trust is
dissolved so soon as that expenditure is made. This seems untenable.
The author presents a balance-sheet which also differs from those of the
previous texts in that it shows, among the assets, an item listed as estimated
income, with a counter credit to unappropriated balance. Probably the show
ing of estimated income (income, of course, not yet accrued) is a carrying over
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into institutional accounting of a procedure justifiably employed in the field of
municipal accounting, a field in which the author has done such excellent work.
But the situations differ essentially. The municipality, or other governmental
unit does not, ordinarily, own the wealth whence its income is derived. The
national government derives income by taking part of the interest received by
the private investor. But the bonds yielding this interest belong not to the
government but to the investor. The municipality taxes real property, but it
does not own the property, the rental from which enables the owner to pay the
tax. In the case of governmental accounting there is therefore (save as an
exception) no occasion or opportunity for presenting a balance-sheet including
both the income-yielding property and the total income to be derived therefrom
during the coming year. The showing of anticipated revenue on the asset side
of the balance-sheet seems unjustified, on theoretical grounds, wherever the
income yielding investment also appears at full value. If the unaccrued
interest of $50,000 is an asset, the bonds can no longer be listed at their cost,
$1,000,000, but at the discounted value of a bond paying no interest for one
year.
The system of accounting advocated by Morey does not conform to con
ventional double-entry bookkeeping, save that it maintains the external form
of the balance-sheet and the equality of debits and credits. It is not con
ventional double-entry bookkeeping in that it lists both investments and their
anticipated income. His balance-sheet does not show the condition as of
June 30, but exhibits a plan of fiscal operations for the coming year. It is not
double-entry bookkeeping for the further reason that it does not attempt to
show values of assets nor expenses of operation, since Morey says that deprecia
tion need not be entered.
Morey has apparently brought over from the field of municipal accounting
the idea of fund accounting and has attempted to make it fit into the forms of
double-entry. But there is much in favor of the view expressed long ago by
Hugli that “ double-entry bookkeeping is not suited to the relations of public
administration.” And, inasmuch as institutional accounting deals with funds
(in the author's use of the term) with estimated income, and with appropria
tions, instead of with assets, liabilities and proprietorship, there is serious
difficulty in adjusting it to the conventions of commercial accounting. This is
not a criticism of the author, but rather shows the need of some new system of
accounting calculated to deal with conditions not foreseen by the inventors of
the Italian method.
Systems of accounting were in existence before Paciolo. Mr. Kats has shown
that these were not, as Row-Fogo asserted, without merit and indicative only
of the author’s ignorance. They served fairly well for the kind of business
done in Germany in the fifteenth century. But with the expansion of com
merce new needs arose and Italian accountants invented a method of keeping
books better adapted to these needs. There is room to question whether this
system, adequate to the commercial activities of the fifteenth century, is suffi
cient to present the relations of a twentieth-century corporation, with liabilities
sometimes scarcely to be distinguished from proprietor’s interest, or to present
any adequate view of the value of a share of common stock, where there are
many kinds of stock outstanding. But certainly double-entry is ill-adapted to
present the accounts of municipalities or institutions whose concern is primarily
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with revenue and appropriations, rather than with assets, liabilities and profit.
Is it not time for some genius, perhaps Mr. Morey himself, to devise a new
system, as different from Italian bookkeeping as that differed from the ac
counting of Gotlib and Mennher. A the Del Monte convention of the
Institute I called for volunteers. No candidates have as yet been noted. Per
haps Professor Morey will undertake it. Here’s wishing him success!
Henry Rand Hatfield.
ACCOUNTING—PRINCIPLES AND PROCEDURE WITH LABORA
TORY MANUAL, by Walter J. Goggin and James V. Toner. Hough
ton Mifflin Company, Boston, Mass. 476 pages.
Accounting by Goggin and Toner is confessedly milk for babes. It is good,
pure milk served plainly and not, as it sometimes is, enriched with those floating
gobbets of strong meat so frequently the cause of mental indigestion in students
who try to swallow the meat whole while drinking in the milk.
The book is written clearly and simply, and it impartially presents the best
practice and thought on the subjects which it covers. It is intended for stu
dents who know little of bookkeeping and nothing about accounting, and it
states fundamentals in such a way that they can be clearly understood. The
section on partnership is particularly noteworthy, for this is a phase of account
ing which too seldom receives the attention it deserves. The chapter on single
entry gives better treatment to that neglected but worthy Cinderella of ac
counting theory than she usually receives, although her virtues are somewhat
grudgingly recognized. No reference is made to fiduciary accounting, which
is probably the most important application of single entry.
The laboratory manual accompanying the book and the model worksheets
leading to the balance-sheets and income accounts are all made on the vertical
plan. This is not the best type of worksheet as, while particular problems may
be solved in this way without much inconvenience, it is almost impossible to use
where an unknown number of adjustments is to be made. It also makes it
difficult for the component parts of a journal entry to be readily recognized.
If the balance-sheet and income-account headings are spread across the page,
the trial balance distributed under those headings and the adjustments made
one entry to a line, it is possible to trace each entry in its entirety, each balancesheet item can readily be separated as between book entries and adjustments
and an unlimited number of journal entries can be made neatly and clearly
without crowding. It is difficult to see why such a form of worksheet is not
adopted by accounting schools. Juniors who have taken a number of ac
counting courses and have become accustomed to working with statements
such as those shown in the book have great difficulty in applying these state
ments to practical work and must learn, usually at very awkward times and
under far from gentle criticism, how to use worksheets which are really
practical.
As a rule controversial subjects are avoided in this book but on page 444 the
discussion of capital surplus has a flavor of propaganda for conservatism in
saying that dividends are not to be paid out of capital surplus but omitting
mention of the fact that in many states it is legal to do so. In general the style
of the book is clear and simple and the English good, which makes it all the
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more surprising to find in a discussion of the natural business year the use of
the word “seasonable” when the authors must have intended “seasonal.”
In general the book does what it is intended to do: it provides a clear simple
text for an elementary accounting course and should be useful to students in
class and to those who are studying by themselves.
Maurice E. Peloubet.
THE WORK OF THE STOCK EXCHANGE, by J. E. Meeker. The
Ronald Press Co., New York. 720 pages.
The Work of the Stock Exchange is a revision of an edition published in 1922,
and contains so much new matter that the previous edition becomes quite
obsolete. Indeed, the change and growth in the work of the exchange since
1922 are impressive when statistics of the two years are compared. The 1922
edition was recognized as the product of an able man in a position, as economist
to New York stock exchange, more advantageous than that of any other man
to deal with the matters dealt with in this book.
The author has given us a brief history of the exchange idea generally and of
the New York exchange in particular, of the evolution of modern securities, and
of the gradual extension of their ownership until, now, they are largely owned
by relatively poorer classes of the people.
While giving this history the author has expressed strongly his own opinions
as to the desirability and the equity of the practices of the modern security
market. Those opinions continue to appear throughout the volume and are
favorable toward all stock-exchange business, including margin trading and short
selling. Neither does the author lack stout arguments to defend his beliefs.
Following the introductory history, there is a description, with a wealth of
exhibits, of the activities of the stock exchange proper, the clearing house and
associated institutions. These are brought up to the date (about September,
1930, I think) when the clearing corporation, having applied the tabulating
machine to the clearance of bonds, announced that it would experiment with
its application to stock clearance, an experiment that has since been begun
without final results as yet.
Forecasts of probable future development and simplification of the clearing
house method of handling the clearance of collateral loans (page 374) and of
handling the actual physical certificates of stock (page 359) would be of little
weight from an outsider or an academic writer. From the economist of the
stock exchange they are of interest and importance. He forecasts methods,
some already successful in Germany, that would further simplify procedure and
afford more security against loss and robbery of securities. The paragraphs in
question are not indexed.
The operations of ordinary and odd-lot stock brokers, floor traders, twodollar brokers, specialists, commission houses and the “bond crowd” are fully
described. The clearing house and its activities are given much space, and all,
be it remembered, by the official stock exchange economist.
It is not possible within the limit of a review even to mention all the larger
subjects dealt with, but the appendix—180 pages—can not be overlooked. It
has the same relation to the rest of the book that an accountant’s figure state
ments have to his written report. How many of us accountants know that
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from 1923 to 1929, inclusive, the percentage of insolvency of all American banks
was nine times as great as that of New York stock-exchange members? Which
would we be more likely to consider as good risks?
Where opinions and arguments are mingled with statements of facts, there
may arise a feeling that the facts are not wholly uncolored, especially in a case
like this in which the author is an official of the institution that is so much at
tacked and, therefore, to many small minds, prejudiced. The mixture of fact
and opinion is here; but the opinions and arguments are so reasonable and so
destructive of idle attacks on the exchange by legislators from the sticks and
others with assurance but not knowledge that believe that the opinions, de
fended by arguments and figures, are not the least valuable part of the book.
It will replace in the library of the banker and broker the edition of 1922,
which is sufficient to indicate its importance. There is nothing else covering
the same field and doing it so well.
F. W. Thornton.

GROUP INCENTIVES, by C. C. Balderston.

University of Pennsylvania
Press. 171 pages.
As stated in the introduction, Group Incentives is a study of the use of these
incentives for manual and clerical workers as well as supervisory forces, to and
including the foreman, and the significance of such incentives to both manage
ment and society. Consideration of profit-sharing and non-financial incentives
is purposely omitted. The volume is the result of a study of actual cases, and
the method used consisted in finding and analyzing existing plans, visiting or
corresponding with company officers, and discussing and determining the prob
lems involved under actual conditions, both of installation and operation.
The book takes up in considerable detail the place of such incentives, the
difficulties to be encountered in certain types of industries, the more satisfac
tory types of industrial work for possible and easier success of such plans, and
the effect in given cases of such plans from the viewpoint of management,
workers and society. The discussions on “The basis for extra compensation”
and “The determination and distribution of group earnings” not only take up
the problems which must be met in any such installation, but also how such
problems have been met in typical industrial plants under varying conditions.
The comparison of the plans of payment and distribution of earnings is one
which should be of great value to any one interested in labor incentives and
may well be studied with much care and thought.
Under the head “Protection of the employees” the author takes up the
methods of assuring the worker against reduction in task times and against
losses due to factors beyond the employees’ control; the problem of new em
ployees; the problem of fluctuations due to changing volumes of production,
and of handling overtime under such a system. Included in the appendices
are sample announcements of plans to the employees and a number of most
valuable digests of the plans used by the individual corporations concerned.
The volume is full of most interesting information which has been carefully
gleaned from actual practice and is certainly a valuable contribution to the
literature in the field of modern management. Although apparently based on
the experience of the larger plants as a whole, the problems handled and the
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results obtained should be of interest to the smaller plant executive as well, and
the volume should be instructive not only to plant executives, but also to cost
men, public accountants and any others interested in the better tools of modern
management in solving industrial and social problems.
D. J. Hornberger.
THE PUBLIC’S INVESTMENT IN HOSPITALS, by C. Rufus Rorem.
University of Chicago Press, Chicago, Illinois. Cloth, 251 pages.
The Public's Investment in Hospitals is more than a statistical presentation,
although this is included in some detail. The author makes a special plea for
more complete utilization of the capital invested in hospitals, after pointing out
that in the United States this capital is in excess of three billion dollars, an
amount larger than capital invested in most major industries. The importance
of the subject is thus made apparent. He deplores the failure generally to
recognize this capital investment in the accounts and reports of hospitals and
the omission of capital charges such as depreciation and interest on investment
in determining the cost of hospital service. How can this cost be equitably
assessed, he asks, amongst patients, private contributors and municipalities, if
it is not known? He points out the importance and complexity of the services
rendered by modern hospitals and the urgent need for adequate cost account
ing, not only for the purpose of aiding in the effective administration of hospital
affairs, but also in setting fair rates for charging patients.
The subject is presented in two main parts following an introduction in which
the importance of the capital investment is stressed and the hospital conditions
in the United States are set forth. The first part dwells on the amount and
distribution of capital investment in hospitals and the second part on capital
valuation and accounting. The last four chapters are devoted to a summary
and certain conclusions reached by the author.
The subject matter is well presented. The statistics and other information
are illuminating and the arguments logical and forceful. It should appeal to
all those who may be interested in institutional work. This would, of course,
include the practising accountant who will be better armed after reading the
book to do his bit to place institutional accounting on a more scientific basis.
John L. Harvey.
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Accountants,
in authorizing the publication of this matter, distinctly disclaims any re
sponsibility for the views expressed. The answers given by those who reply are
purely personal opinions. They are not in any sense an expression of the In
stitute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
PRESERVATION OF PAID CHEQUES

Question: The question has arisen—How long should paid cheques be re
tained on file?
In the instant case, during the period from 1906 to 1925, the corporation has
paid a total of 51 cash dividends for an aggregate sum of $10,940,000, all of
which has been sent to shareholders through the mails by cheques. Of the
aggregate sum all but approximately $5,000 has been paid by the company’s
bank, while cheques for an aggregate of the above small amount have not been
cashed.
The company maintains a book record of the names of all shareholders at the
time each dividend is paid. There are thousands of these names. Each item
is checked off when the cheque is returned by the bank as paid. It follows that
the several items, which are not checked off in this record, are the outstanding
unpaid items. A list of these outstanding cheques (unpaid dividends) made
each year, agrees with the balance of a special bank account maintained for the
separate purpose of paying these dividends.
The paid cheques covering dividends have always been kept, although as it
happens they have seldom been referred to as proof of payment. These paid
dividend cheques, together with certain other old and equally useless records,
take up a great deal of space, which is needed for other uses. The question
arises how many years back is it safe to destroy these dividend cheques.
The company is willing—indeed it is eager—to pay any of these cheques
which may be sent in for collection, however old they may be. Indeed the
company has lately paid a group of old cheques which had been found by a
shareholder of record and sent in for collection. The company will not be
embarrassed when cheques turn up for payment. The only purpose for which
any of the paid dividend cheques can be needed would be as evidence that
dividends had been paid, if anyone should wrongfully claim not to have
received the dividend.
Answer: The general answer to this question is for all years in respect of
which the statute of limitations has run against the stockholders. The ques
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tion of when the statute of limitations has run apparently varies in different
states and also depends upon the provisions of the by-laws of the company.
As the question at issue appears to be one of law rather than of accounting,
we referred the matter to a lawyer who furnished us with the opinion given
below from which it appears that each case has to be considered on its merits.
We would, therefore, suggest that your inquirer should advise his client to
submit all the relevant facts in the case to an attorney, and be guided by his
opinion.
“In England, the rule is that when a dividend is declared, the statute
begins to run in favor of the corporation from the time that the stockholder
is entitled to demand and receive his share, and this rule has been adopted
in some jurisdictions in this country, even though it is recognized that no
action for recovery of the dividend could be maintained without demand
by the stockholder and refusal by the corporation. However, in other
jurisdictions it has been held that the statute does not begin to run until a
stockholder has actually made a demand and been refused. There are
variations to this rule and a split of authority seems to be that where the
action of the corporation in declaring a dividend is recorded in writing,
the statute of limitations governing actions on written obligations for
the payment of money will apply.
“The statute applicable is ordinarily the statute on written obligations
for the payment of money, as stated above, but if at the time the dividend
is declared the stockholder is not recognized by the corporation, or if a stock
holder is by the terms of the declaration unlawfully excluded from partici
pation in a dividend, the statute of limitations on contracts not in writing
sometimes applies.”

Answer: In the circumstances stated in your letter, apparently the only
question is as to the position of the company where it is called upon to pay
particular dividends, although cheques in payment of such dividends have been
issued and paid by the bank. We understand that where a claim is made for
payment of a particular dividend and the company’s records show that the
cheque issued in payment thereof has not been returned as paid, the company
will pay the amount of such cheque upon presentation without hesitation.
In those cases, therefore, where unwarranted demands are made, the ques
tion becomes a matter entirely of proof. Of course, in those cases where the
statutory period of limitation for the collection of the debt has expired, the
company could content itself with setting up that defense, but we take it that
the company would not do so, as a matter of policy and good faith toward its
stockholders.
As a matter of proof of payment, the canceled cheque would be the best evi
dence of payment, but as a matter of reasonable defense against a claim for
payment, there is no doubt whatever in our minds that the courts would not
expect a company to keep canceled cheques for twenty-four years, i. e. from
1906, which is the earliest date you mention, or even for more than ten years at
the outside, and would accept as conclusive evidence the company’s records,
particularly since the records agree with the bank’s own books. We mention
ten years as an arbitrary period of reasonable duration, although, again, there
is no doubt that the courts would give full credence to the records in any case
where the claim is made after the period of limitation for collection, since the
court would be aware that the company could dispense with the submission of
any evidence by setting up the defense of limitation.
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We believe that the company may with safety destroy dividend cheques
after ten years from their date and may with equal safety even destroy cheques
bearing a date beyond the statutory period of limitation. As to what that
period may be, we are not prepared to advise, as it is a legal question dependent
upon the situs of the company.
MUNICIPALLY OWNED WATERWORKS

Question: The city of--------- operates water works, the original cost of which
was financed solely by bonds, and the water is presumed to be furnished to
consumers at cost, which comprehends
Operating and maintenance
Interest on bonded debt
Depreciation
With this information in mind, will you kindly furnish answers to the
following questions:

(1) Is depreciation a proper charge against earnings of a municipally
owned water plant?
(2) If your answer is “yes” to question number 1, next preceding, should
a charge also be made against earnings for bond retirement or bond
redemption accruals?
Answer: There can be no question, in my opinion, that depreciation is a
proper charge to cost in the case of a municipally owned water plant no matter
from what source the capital came by which the plant was built. It is essential
that the plant which represents the investment of this capital should be kept
intact and that the funds required for this result should be derived from the
charges for water service. When these charges are not sufficient to provide
funds to replace the plant, replacements must eventually be financed out of
bond issues or by an appropriation from the general fund. The cost of keeping
the plant intact is a part of the cost of the service rendered which should be paid
by the consumers and each consumer should pay his proportionate share of this
cost as nearly as it can be determined. This result does not occur when resort is
made to a general fund or to a bond issue in order to replace the plant.
In respect to the second question, namely, whether the cost of the redemption
of bonds should be charged against earnings, it seems to me that two opposite
views may be taken and supported.
When the capital for original construction and subsequent additions is
derived from a bond issue and no provision is made out of earnings for bond
retirement, the bonds must be refunded at maturity. The objections to this
are:

1. The absence of a definite provision for redemption in the indenture may
require a higher rate of interest.
2. There is a danger of meeting at maturity an unfavorable money or credit
condition which might make refunding expensive.
Generally speaking, I favor the more conservative practice of providing out
of earnings a sinking fund for the redemption of debt at maturity, even though
depreciation is included in cost.
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Answer: In order to determine whether or not depreciation is a proper charge
against earnings of a municipally owned water plant, consideration should be
given to the existence of any legal requirements or definitions in respect of
earnings or cost which may be included in the original authorization of the
municipality for the building of the waterworks and the creation and retirement
of the bonded debt. Your inquirer states that the water is presumed to be
furnished to consumers at cost, and that cost comprehends operating and
maintenance expenses, interest on bonded debt and depreciation. It is not
clear, however, whether or not these cost elements are so defined by municipal
authority. If the municipal authorities have provided that water shall be
furnished to consumers at cost, and have defined the elements of cost, then it
would not be in order to write something else into the legal definition. If,
however, it has been provided that water shall be furnished to consumers at
cost, without having defined the meaning of cost, it would seem clear that the
elements of cost should be those which in ordinary business practice are con
sidered as cost, namely, those enumerated by your inquirer as stated above. In
the latter event it would not be proper to add the cost of bond retirement, in
addition to depreciation, as a charge against earnings, because bond-retirement
expenditures are not ordinarily treated as a part of cost or as chargeable against
earnings.
In theory it may be stated that the accounting for a municipally-owned water
plant should be the same as if the plant were owned by private interests. If a
municipality chooses to undertake the business of operating a utility, the fact
should be recognized that the capital with which to carry on business must be
provided by the taxpayers or by borrowing, and that a sound business policy
should provide for the replacement of property at the date of its exhaustion.
Ordinarily depreciation is a proper and necessary charge against earnings,
whereas bond retirement or redemption accruals are not properly chargeable
against earnings.
In the accounting for a municipally-owned water plant constructed from the
proceeds of a bond issue it must be recognized that either the present generation
of consumers will be required to pay a sufficient sum to provide for replacement
of the property at date of exhaustion together with the cost of retirement of
bonds or it will be necessary to replace the property from the proceeds of future
Ioans. Although burdensome upon the present generation of consumers, it
is perhaps good business policy to require them to retire the original bond
issue and provide for replacement of the property, and thus create a sound
credit basis which in future will operate decidedly to the advantage of the
municipality.
In the absence of any legal restrictions to the contrary, I would therefore rec
ommend that depreciation should be treated as a charge against earnings, that
the depreciation reserve so created should be invested so as to provide a fund
for replacement of the property, and that the consumers during the outstanding
life of the bonds should provide for the retirement of the bonds.
In any event, the depreciation reserve, if created, should not be charged (as is
suggested by your inquirer) with an annual appropriation for retirement of
bonds; nor should it be charged with improvements and extensions of the plant
or with ordinary repairs, the sole purpose of the depreciation reserve being to
provide for replacements of property.
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It is perhaps the general practice in municipal accounting not to provide for
depreciation, probably partly on the theory that a municipality which is in a
sound financial condition can always borrow for new construction work and for
replacements, and partly on the theory that it is not fair to the present genera
tion to burden it with the cost of improvements which will benefit future
generations. It is, however, becoming more and more the practice in modern
municipal accounting to adopt the more conservative course which we have
recommended.
Answer: The correct answer to the problem presented can only be accurately
given in the light of the language of the trust deed or other documents under
lying the bonds. These are not before me and, therefore, my reply is based
upon the information at hand and is given with all due reserve.
On the basis of this information my answer to the first question is that
depreciation is a proper charge against the earnings of such a municipallyowned water plant, and to the second question my reply is that a further charge
should not be made against the earnings for a bond sinking fund or for serial
bond redemptions. In this case it appears that the municipality did not invest
its own money in the waterworks but borrowed the funds, probably pledging its
credit in addition to giving a first mortgage on the waterworks property. From
the statement presented to me, it seems to be a fair inference that the bonds are
for a long term, so that a reasonable allowance for depreciation will approxi
mate in amount the annual requirements for sinking fund or bond-retirement
purposes. In effect, therefore, it would be relatively immaterial if the sinking
fund or other bond retirement expenditures were charged in lieu of deprecia
tion, as is done in some cases. The main point, however, seems to be that the
consumers should not be required, in paying for the water they consume to pay
both the indebtedness upon the present plant and to supply the municipality
with funds sufficient to erect a new plant.
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